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Good morning Mr. Chairman and Members of the Agriculture Subcommittee on General
Farm Commodities and Risk Management. My name is Greg Burger, and I am president
of Farmers Crop Insurance Alliance, located in Eau Claire, Wisconsin. We are owned by
Farmer Alliance Company of McPherson, Kansas. I appear here today in my capacity as
Vice Chairman of the American Association of Crop Insurers (AACI).

On behalf of the Board of Directors and members of AACI, I want to thank you for
scheduling this hearing. It comes at a very critical time for the federal crop insurance
program. Although the program has grown considerably and enjoys broad based support
among farmers, ranchers and growers for providing improved risk protection, there are
some misconceptions and challenges that need to be more fully researched and
understood. My testimony will address each of these aspects of the modern federal crop
insurance program.

The Federal Crop Insurance Program Is a Success

While congressional support for the federal crop insurance program historically has been
strong and consistent, the Committee is to be specially commended for development and
adoption of the Agricultural Risk Protection Act (ARPA) of 2000. ARPA provisions
were designed to encourage farmers to buy higher coverage in decisions regarding risk
protection and management. We believe ARPA is proving to be a success story and the
Committee should be proud of this effort on behalf of all farmers, ranchers and growers.

USDA’s crop insurance program participation data as reported by the Risk Management
Agency (RMA) confirms our belief regarding the value and contribution of ARPA to
building a quality risk protection and management program for American farmers. For
the first time, total premium was reported to have reached the four billion dollar mark in
2004, slightly exceeding $4.1 billion. The average annual total premium for the four
years since the passage of ARPA is reported to be more than 50 percent larger than the
same statistic for the four preceding years. Net acres insured in 2004 are reported to have
exceeded 221 million. Annually, the RMA data indicate that net acres insured have



averaged more than 13 percent greater since ARPA than for the four-year period leading
up to it.

The Federal Crop Insurance Program is the Envy of the World

It has taken not only years, but decades to have the federal crop insurance program attain
the current levels of participation and benefit for American farmers. And, while certainly
there is room and opportunity to continue improving the program, today it stands second
to none as a world-class agriculture risk protection and management tool. In fact, other
countries such as France have begun to research the program and are even starting their
own crop insurance program. In this connection, it is noteworthy to recall that a WTO
panel apparently ruled that the U.S. crop insurance program did not suppress prices. This
revelation becomes yet another reason the Committee should be proud and protective of
the federal crop insurance program that they have created.

A lot of people have contributed to the development and evolution of the modern crop
insurance program, however, no effort has been greater than that made by Congress and
members of this Committee. On behalf of the AACI membership and the farmers,
ranchers and growers we serve, [ want to take this opportunity to thank you for your
support of a quality risk protection and management program. Given the natural and
global market elements they work and live with every day that are beyond their control,
America’s farmers, ranchers and growers deserve the certainty and predictability of the
risk management program you have provided.

All Federal Crop Insurance Program Gains Are Now At Risk
In spite of all the progress we have made over the last few years and despite the
tremendous boost the program was given when you enacted APPA in 2000, the crop
insurance program is now at great risk. A number of initiatives taken by RMA could

destroy in a few years all the gains made over the last 25 years.

RMA'’s initiatives fall into these categories:

1. RMA is on a mission to push through a premium reduction program that
will discriminate against small farmers and create chaos in the
marketplace.

2. Additional paperwork and regulatory burdens put on the private sector by

the 2005 SRA and other USDA regulations are making the crop insurance
program more difficult and costly for the private sector to deliver.



The RMA’s Efforts to Force a Premium Reduction Program Upon the Crop
Insurance Industry are Inherently Discriminatory Against Small Farmers

Since December 2002, RMA has been on a mission to force premium discounting on the
Crop Insurance Delivery System. They have used an outdated section of the crop
insurance law enacted in 1994 when reimbursement for delivering crop insurance was
almost 32% of premium, to impose premium discounting on an industry that is now
reimbursed at a rate of only 21%. They have taken this section of the law, Section
508(e)(3) of the Federal Crop Insurance Act and read it in a vacuum, ignoring all other
provisions of law. They have made no attempt to insure that the premium discounting
company is not discriminating against small farmers. They are ignoring their own
regulations, which require that a company that offers insurance in a State must offer it to
all eligible farmers in a State. They are ignoring the Standard Reinsurance Agreement,
which requires that companies do extensive training of loss adjusters.

RMA is misrepresenting the plain meaning of the law by saying that the law requires that
they implement a PRP rule this year. The law does not require any such thing. If they
cannot devise a rule that does not discriminate against small farmers and a rule that meets
all of their other rules, limitation and procedures, they should not issue a final rule.

We have heard that in briefings of Congressional Staff, RMA has represented that they
must finalize the rule because the companies are clamoring for it. Nothing could be
further from the truth. Several companies did apply for a PRP program last year in order
to meet the unfair competition of the one company that was approved for discounting.
However, this was done only as a defensive strategy. All of the established companies
that deliver the program are strongly opposed to the PRP. Only the one small start-up
company that is now allowed to offer premium discounts favors the rule. I believe the
comments filed on the proposed PRP rule will bear this out.

In the comments filed by AACI’s counsel, which are attached as Appendix A), the
following major points were made.

1. When the proposed rule is considered in the context of RMA’s record,
it is blatant discrimination.

2. RMA ignored the history and purpose of the crop insurance program
in approving and operating the current premium discount program.

3. The approval of a premium discounter’s application in 2002 was a
violation of established law and regulations.

4. RMA never took any action when the original basis of its premium

discount approval proved to be false and is compounding this
negligence in going forward with the proposed rule.

5. RMA has consistently refused to acknowledge the fact that their PRP
program will force crop insurance agencies that serve small farmers
out of business unless they discriminate.

6. The proposed rule’s impact is inherently discriminatory and could
subject USDA and the industry to massive class action lawsuits.



7. The rulemaking process has generated many comments, and we are
very concerned that RMA does not have time to develop program
procedures and oversight of the PRP program for the 2006 crop
season.

We wish to emphasize this last point. Public statements by RMA management indicate
that they are making a sham of the rulemaking process. In a meeting with the industry on
April 19, RMA Associate Administrator, David Hatch, stated that the agency would
implement a rule allowing premium discounting by July 1, 2005. Therefore, we appeal to
Congress to direct RMA to halt the sham process until there can be a thorough
investigation of the discriminatory conduct of the current premium discounting program.
In our comments on the sham nature of RMA’s conduct, we made the following points:

1. RMA approved the original premium-discounting program with no
protections against discrimination and without adequate disclosure to
the Board.

2. RMA has repeatedly ignored industry complaints about the
discriminatory and predatory nature of the current premium discount
program.

3. RMA sought to go forward with a national premium-discounting
program in 2004 and suspended its efforts only when forced by the
FCIC Board to conduct a notice and comment rulemaking process.

4. RMA has already made a decision that it will go forward with its PRP
program regardless of the comments received in the rulemaking
process, thereby rendering the process a sham.

S. RMA is ignoring the views of the entire crop insurance industry that
has served the nation’s farmers for many years in favor of the one
premium discounting company, and comments of agents and
customers of this one company.

6. RMA does not have the resources to prevent predatory and
discriminatory practices under a PRP program. Thus it would create
chaos in the marketplace.

In our efforts to demonstrate why a premium-discounting program will force crop
insurance agencies to discriminate against small farmers or go out of business, we have
tried to get RMA to focus on the actual books of crop insurance agencies. They have
refused to do so.

Therefore, we have attached as Appendix B data from the Sherry Wegner Agency in
Glasscock, Texas. It shows that the agency’s average cost of serving a federal crop
insurance policy is approximately $300. It is undisputed in the industry that it is just as
expensive to service a small policy as a large one. The Wegner Agency has provided a
printout of the actual policies sold by the Agency, with the names of policyholders
deleted for privacy reasons. If you will focus on the next to last column on the page, you
will find the actual commission paid to the Agency. This data demonstrates that many of
the commissions paid are substantially below $300. In fact, 58% of them are less than



$300. The Wegner Agency remains profitable because it has some larger policies.
Clearly, if a premium discounter is allowed to cherry pick the larger and more profitable
policies of the Wegner Agency, the Agency will no longer be able to sever small farmers.
It would go out of business.

It is this business reality that we have never been able to get RMA to address. We
appeal to Congress to help RMA understand it.

RMA’s response to our concerns about discrimination may be that the proposed rule does
have some language that prohibits discrimination. However, we believe that RMA has
already demonstrated its unwillingness to enforce this new language by its record of
allowing discrimination under the current premium-discounting program. Moreover, as
several comments on the proposed rule have pointed out, RMA does not have the
extensive resources that would be required to enforce such a rule.

Just as important, no rule can trump the laws of economics. No rule can address the
simple statement of reality demonstrated by the data provided by the Wegner
Agency. A premium-discounting program will make crop insurance unavailable to
thousands of the nation’s small farmers.

Soybean Rust is a Concern

As a new crop peril, soybean rust is cause for considerable concern across the crop
insurance industry. And the industry is, in fact, very concerned about soybean rust,
especially given what is known about its destructive potential.

For crop insurance companies, the primary task is one of reducing the level of confusion,
especially among its farmer customers and agents. Many situations can create confusion
in the crop insurance industry, but the questions and issues accompanying soybean rust
thus far are serving to magnify the level that could usually be expected.

With any peril, but especially in the case of a new peril like soybean rust, the primary
objective of insurance companies is to develop an accurate understanding among its
customers regarding coverage or protection provided by each policy option.
Additionally, policyholders need to know the requirements for policies to remain in full
force to avoid any potential misunderstandings in the unfortunate event where a loss
triggers the filing of a claim. Toward this objective, companies are conducting a variety
of educational opportunities, including agent training sessions, customer meetings and
customer direct mail communication to help assure farmers have a full and complete
understanding of the approved and required practices concerning soybean rust
management.

I want to assure the Committee that insurance companies are doing everything we know
to do to eliminate confusion on the part of farmers and agents regarding the interface of
soybean rust and crop insurance.



Fraud Identification and Control is Improving

No one in the crop insurance industry condones fraud. This committee supported
legislation that has assigned greater attention and resources to researching and ending
fraud. RMA and the administration have acted aggressively with emphasis on data
mining and other means to identify and punish instances of fraud. While, in all
likelihood, all fraud has not been stamped out, although that certainly does not make the
federal crop insurance program unique in that respect, the general environment is greatly
improved and continues to get better. That is our opinion and we thought it should be
stated publicly.

Images, especially bad images, seem to be easily perpetuated. Paraphrasing a modern
slogan, this crop insurance program is not your old crop insurance program. Things have
changed. Oversight has improved. Research and technology is better. The incident of
fraud is much less. We encourage the RMA and administration to highlight and promote
these changes in an effort to create the proper image of the modern federal crop insurance
program. All parties with an interest in the value and utility of the program will benefit
from the result, especially the farmer who desperately needs the program to be the best it
can be.

Our concern at the membership of AACI is that RMA has instituted so many rules and
regulations because of the fraudulent acts of a few that the honest producer is
overwhelmed with procedures and vulnerable to severe penalties.

Additional Paperwork and Regulatory Burdens Are Making the Program More
Difficult and Expensive to Deliver

Problem definition: To implement the Federal Crop Insurance Act — which includes
provisions intending to help control, reduce and eliminate fraud, waste, and abuse in and
of the crop insurance program — RMA, working with the authority granted by the FCIC,
has developed and finalized certain critical changes to the Basic Provisions for the 2005
crop insurance year. In addition, RMA made other regulatory changes in the new
Standard Reinsurance Agreement (SRA) that was adopted in 2004.

While no one condones fraud, waste, and abuse, some of the regulations adopted by
RMA are excessively rigid and can result in punitive damages. For example, some of
the changes do not adequately allow for or accommodate common, unintended
mistakes and errors of data entry by either farmers or agents and companies, even
when there is no adverse pattern of practice. Nonetheless, under the new provisions,
these everyday innocent clerical mistakes would result in substantial penalties at claim
filing. The implementation and administration of these regulations, especially after the
changes made in 2004, are reaching the point of being overly burdensome and wasteful.
Industry resources, both human and capital, are already stressed as a result of the
increasing complexity of the insurance program of crop and livestock enterprise risk
management. Additionally, the changes establish a discriminatory relationship between
USDA agencies regarding the treatment of farmers. For example, reporting errors in the



Farm Service Agency (FSA) records, when discovered, are simply corrected. However,
reporting errors in RMA records are not correctable in some instances and penalties can
be assessed. This development is occurring in spite of the fact that ARPA called for
greater cooperation and reporting and record consistency between the two agencies.

These paperwork and regulatory burdens are too extensive to discuss here, so I
have attached them as Appendix C.

RMA Made Unwarranted Cuts in Compensation in the 2005 SRA Based on a
Misuse and Suppression of Data

At the time that RMA released its proposed new SRA, we were told that it was based in
part on a study done by Milliman USA under a RMA contract.

On March 3, 2005, RMA Administrator, Ross Davidson, appearing before the House
Agriculture Appropriations Subcommittee said the Milliman work concluded the industry
received an “average rate of return of 15.8 percent over the years 1989-1002 when the
average reasonable rate of return was only 14.0 percent.”

Both the private industry and Congress have tried unsuccessfully to obtain this study.
The private sector filed a request under the Freedom of Information Act (FOIA) on April
27,2004. Members of this Committee, Mr. Peterson and Mr. Pomeroy, requested a copy
of the study in a hearing held on July 21, 2004.

A year later, we still do not have the complete study. We received only part of three of
the 28 Milliman reports. In the reports we received, there were serious deletions. We
had stipulated that private confidential business information should be redacted.
However, we do not believe wholesale deletions of entire sections of 140 pages are
appropriate. We have appealed RMA’s actions, but our efforts have been stonewalled.

We ask that this Committee join us in demanding that RMA cease the suppression of this
information for which it paid over a million dollars in taxpayer money.

Upon reading the partial report that RMA finally released to us, it becomes abundantly
clear the authors repeatedly qualified one particular statement referenced at the March 3,
2005 hearing by the RMA Administrator. The following quotes from the November 11,
2002 Milliman USA report to RMA on Historic Rate of Return Analysis are noteworthy
as well as instructive:

“Thus, while MPCI insurers have earned a return somewhat in excess of the cost
of capital, the returns are somewhat volatile as evidenced by the fact that in the
single catastrophe year, the overall rate of return was -15.6% (negative 15.6%).

In fact, we would caution against drawing any strong conclusions on the adequacy
or excessiveness of the historical returns based on a sample of thirteen years of
data, in light of the fact that only one of those years is a catastrophe year. Had



there been a second catastrophe year in the sample similar in magnitude to 1993,
the average return over the period would have been below 14%.” [Pages 4-5]

“We caution that actual returns could deviate significantly from the expected
returns because of unexpected events. Therefore, a better measurement of
whether providers have been reasonably compensated is by comparing mean
values over the sample period, and by observing the pattern of difference between
actual and reasonable rate of return. ... As can be seen in the table (Table 13,
Page 37), the actual rate of return is 1.8% larger than the reasonable rate of return
for all years, however, the standard deviation of the difference is 10.2%. Given
the magnitude of the standard deviation, the difference does not appear to be
statistically significant. (Emphasis added) In addition, as noted earlier, this
result is quite sensitive to the occurrence of catastrophe years in the sample
period. For example, if there had been a second catastrophe year equivalent
to 1993 in this sample period, the historical return would have been below
13.7%.” (Emphasis added) [Pages 37-38]

“As with most lines of insurance that have a significant catastrophe exposure,
insurers expect to earn significant profits in non-catastrophe years and significant
losses in years with catastrophes. As a result, average returns over relatively short
sample periods are not necessarily indicative of the long-term pattern of returns.
Given the experience in multi peril crop insurance over the past 13 years, we
would suggest that the historical returns reported herein would tend to overstate
long term returns if the frequency of catastrophes is greater than one in thirteen
years, and understate such returns if the frequency is lower than one in thirteen.”
[Page 38]

In fact, the years selected for the study, 1989-2001, were carefully picked. If the
years 1988 and 2002 had been included, the result would have been vastly different.
For 1988, a major drought year, the loss ratio was 2.41, the largest in the history of
the program. And 2002 was a major loss year with a loss ratio of 1.39. Thus, RMA
skewed the result of their study by picking a period in which crop insurance has a
loss in only 1 of 13 years (1989-2001), rather than a more representative period of
1988-2002, when crop insurance experienced a loss in three of fifteen years.

Another subject that is important in any profit analysis is the expense side of the
equation. The November 11, 2002 Milliman USA report addressed this subject also.
Below are several important expense related statements from that report.

“...the FCIC (Federal Crop Insurance Corporation) compensates insurers for the
cost of selling and servicing the coverage through the payment of an
administrative and operating (A&QO) subsidy. This A&O subsidy is intended to
cover all costs associated with the sale and servicing of crop insurance policies,
excluding, of course, losses. This raises at least two important issues as regards
profitability analysis. First, depending on the level of the A&O subsidy relative
to actual incurred expenses, there may be a profit or a loss to insurance providers



attributable to the subsidy itself. Second, when evaluating crop insurance expense
ratios relative to expenses for other lines of insurance, it is imperative to adjust
the ratios to put them on a comparable basis.” [Page 10]

“First, and perhaps most important, the GAO concluded that an expense
reimbursement equal to 24% of premium would be reasonable in light of their
audit of actual company expenses. Currently, the SRA (Standard Reinsurance
Agreement) provides for an A&O subsidy ranging from 21% to 24.5% of
premium, depending on the fund and plan of insurance. As a consequence,
assuming expenses as a percent of premium have remained constant over time,
the current A&O subsidy would not be viewed as excessive, regardless of the
historical levels of the subsidy.” [Page 12]

“Second, we found several of the GAO conclusions and recommendations
inconsistent with the objective of delivering multi peril crop insurance through the
private sector. For example, expenses related to acquiring a competitor’s book of
business, or paying incentive compensation to employees, are parts of the cost of
doing business in the private sector. If crop insurance is to be delivered though
this mechanism, then insurers will have to compete for resources to support crop
insurance on the same terms as would any other business activity.” [Page 12]

“Finally, the GAO statement that the expense reimbursement could be reduced in
the future because crop prices and premiums will increase must be considered in
light of several facts. First, a substantial share of insurer expenses is directly
dependent on premium. Agents’ commissions, which represent a significant
portion of expenses (more than half according to the GAO report), are usually a
fixed percentage of premiums. As to other expenses, a substantial portion of
these are related to employment costs, which tend to increase faster than the
general level of prices. Finally, premium increases may reflect expected loss
increases, which in turn might result in higher loss adjustment expenses. This is
especially true for the introduction of new types of coverage such as revenue
assurance. Thus, it is unclear whether increases in the average premium per
policy would be sufficient to offset the cost increases associated with higher
expenses for labor costs.” [Pages 12-13]

“In contrast to the GAO report’s suggestion that the A&O subsidy has exceeded
actual expenses, there are data from insurer annual statements that indicate the
opposite — that is, that the expense reimbursement has fallen short of actual
expenses. These data are available for MPCI for all years from 1992 to the
present, from the statutory financial reports insurers file with regulators.” [Page
13]

We believe research of this nature is very important and can be useful in developing
improved insights and understandings of the crop insurance industry. However, taking
information out of context and attempting to have interrelated findings stand-alone helps
create and perpetuate misconceptions—in this instance about the rate of return in the crop



insurance industry. Other than the pages redacted by USDA, the referenced Milliman
USA report is attached as Appendix D.

Justice Department Ruling

The final source of industry concern and stress that I will present today relates to the
process followed by the government in developing the most recent Standard Reinsurance
Agreement (SRA). Previous SRAs had been developed using what everyone knew to
include real negotiation activities and efforts. Unfortunately, for the last SRA, which was
completed in July 2004, RMA apparently requested and the Department of Justice (DOJ)
provided a ruling that disallowed the continuation of real negotiation activities and
efforts. Absent true negotiations, companies were left without any traditional means of
participating in the SRA development process. As a result, companies were forced for
the first time to seek congressional involvement in the SRA development process. While
the industry definitely appreciates any and all opportunities to work with Congress, the
approach did not provide true negotiating opportunities. In general, the lingering
impression by the industry is that something important may have been lost—a true
partnership. If that is the case, there is ample reason for the continuing concern about the
ruling.

Administration Budget Proposal

The President’s FY06 budget regurgitates a series of crop insurance proposals and
policies that have either been tried in the past and found wanting or have been proposed
in the past and have been rejected. Two wrongs do not make a right. The President’s
budget would take the crop insurance program in the wrong direction. For example:

e The President would require farmers who receive farm program payments to
purchase crop insurance — otherwise know as mandatory linkage. The proposal
actually COSTS some $200 million annually. The general notion behind the
proposal is that if farmers are required to purchase crop insurance, demand for ad
hoc disaster payments would decrease. The 1994 crop insurance reform act
required mandatory linkage. It lasted exactly one year before Congress chose to
undo it as some farmers balked at the requirement. Some farmers, given their risk
profile, choose to self insure. Moreover, demand for ad hoc disaster payments is
generated usually from areas with high crop insurance participation that also
suffer from unusually high losses or a series of back-to-back losses — not lack of
participation. Participation in the crop insurance program has never been higher
than today!

e In order to pay for the cost of mandatory linkage, the President proposes to
increase the cost of buying insurance by reducing farmer premium subsidies at all
levels of coverage, saving some $175 million annually. This will force farmers to
purchase higher deductible insurance policies as the cost of insurance increases.
If the goal is to reduce demand for ad hoc disaster payments, then forcing farmers
to purchase higher deductible insurance policies makes no sense. The
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Agricultural Risk Protection Act of 2000 INCREASED incentives to purchase
higher coverage levels. This proposal starts to undo that act.

e Finally, in order to generate budget savings the President’s budget proposal would
decrease the payments made on behalf of farmers to deliver the crop insurance
program. Similar proposals have been made by the President in the past and
rejected by Congress. In fact the crop insurance industry negotiated in good faith
with the Administration last year to reduce federal costs to deliver the crop
insurance program without impacting service to farmers. Some $30 million
annually is now being saved because of that negotiation. The President’s
proposals go well beyond that good faith negotiation, attempting to cut another
$140 million or so in delivery expenses. Service to farmers would significantly
degrade if these proposals were enacted.

The crop insurance program has been successfully growing over the past 5 years to
become the premier risk management tool for American farmers. The President’s budget
proposals would undo this success. The proposals have been rejected in the past, they
should be rejected again!

It is Time for a New Beginning

It is most unfortunate that I had to come before the Committee today and recite what is
wrong with the administration of the crop insurance program. Over the 25 years of this
program, we have had to overcome serious obstacles and setbacks to achieve the current
program. However, during this time RMA management worked cooperatively with the
industry to improve the program. Now, we in the private sector feel that we are always
trying to fight off new RMA program changes that would seriously undermine the
program. Thus, we are going backward rather than forward for the first time in the
program’s history. If this is allowed to continue, the crop insurance program that farmers
rely on will ultimately be destroyed. We ask the Committee’s help in restoring forward
momentum to the crop insurance program.
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Appendix A



April 22, 2005

Mr. Craig Witt

Director, Reinsurance Services Division
Risk Management Agency

U.S. Department of Agriculture

1400 Independence Avenue, SW

Ag Stop 0805

Washington, DC 20250-0801

Subject: Premium Reduction Plan (PRP)
Dear Mr. Witt:

Pursuant to the Federal Register notice and request of February 24, 2005, Vol. 70, No.
36, page 9001, submitted by the Federal Crop Insurance Corporation (FCIC) to amend
the General Administrative Regulations (7CFR part 400, subpart V), to include
provisions regarding the necessary revisions to the Plan of Operations and administration
of the premium reduction plans authorized under Section 508(e)(3) of the Federal Crop
Insurance Act (Act), the American Association of Crop Insurers is pleased to provide the
following comments and opinions.

When the Proposed Rule is Considered in the Context of RMA’s
Record, it is Blatant Discrimination

Efforts to finalize the proposed rule and all other efforts to implement Section
508(e) (3) of the Act must be terminated immediately. The rule as published is legally
defective and should be withdrawn. It does not protect the crop insurance delivery
system from the predatory and discriminatory practices that characterize the current
Premium Reduction Program (PRP) operated by one company. It does not protect the
right of the nation’s small and medium-sized family farmers to obtain crop insurance
from an agent who will serve them. The current premium discount program is being
operated without standards to protect the integrity of the delivery system and its historic
mission to serve all farmers in every geographic region in which a company operates.
Although the proposed rule has some standards, they are not adequate to protect the
delivery system from a management that has shown no regard for serving small and
medium-sized farmers under the current PRP program. It cannot protect the delivery
system from a management that is on a mission to rush through a premium discounting
program even if it destroys the crop insurance program.

Moreover, The Risk Management Agency’s (RMA) insistence on operating the current
PRP program in a discriminatory manner that is contrary both to law and regulation
disqualifies them from being capable of administering the new program that would be
established by the proposed rule. Thus, the provision of the rule that allows the approval
of a plan of operations “in the sole determination of the management” should be
removed. Any resolution of the FCIC Board that vests in the RMA any authority for



policy determinations on PRP should be rescinded and this authority retained by the
FCIC Board. Moreover, the FCIC Board should insist on a thorough review and analysis
of RMA’s administration of the existing PRP program that has been operated for the last
two years. An independent contractor should conduct this review before RMA embarks
upon a program that will destroy the crop insurance delivery system. The FCIC Board
wisely reined in RMA’s rush to implement a national PRP program in 2004. It should
now restrain RMA management’s attempt to make a sham of the rulemaking process
mandated by the board.

RMA Ignored the History and Purpose of the Crop Insurance Program In
Approving and Operating the Current Premium Discount Program

It is utterly astounding that RMA would so completely ignore both the history of the crop
insurance program and its controlling statues and regulations in rushing forward with an
ill-conceived premium-discounting program. One thing is abundantly clear to even the
most casual observer of the Federal Crop Insurance Program. The program must serve all
farmers, of whatever size, in every geographical area in which it is available. There can
be no discrimination against farmers based on size or on any other factor. This has been
the case since the passage of the Crop Insurance Act of 1980, which established the
modern crop insurance program, and in every subsequent act of Congress regarding crop
insurance. Congress most recently made this clear in the Agriculture Risk Protection Act
of 2000. In Section 165 of that Act, Congress expressed special concern “that all farmers,
including minority and limited-resource farmers” participate fully in USDA programs.

In addition, the regulations and the Standard Reinsurance Agreements (SRAs) that have
governed the private sector delivery system have always required that Companies that
write insurance in a state make the insurance available to all eligible producers. This is
true of the current SRA, the 2005 SRA. This SRA provides in Section II(A)(2) that a
“company must offer and market all plans of insurance in any state where actuarial
documents are available in which it writes a crop insurance contract and must accept and
approve applications from all eligible producers”. This provision of the SRA makes
absolutely clear that cherry picking is not acceptable. It is clear that a company must both
market to and accept applications from all eligible producers in a state where it does
business.

Moreover, RMA has spent and continues to spend several million dollars each year in
educational outreach contracts to educate the small and limited-resource farmers. Before
instituting the proposed rule, RMA should spend a small part of that money on an
independent contractor who would evaluate its impact on minority, limited-resource, and
medium-sized family farms.

The Approval of a Premium Discounter’s Application in 2002 was a Violation of
Established Law and Regulations



RMA cites as authority for its proposed rule Section 508(e)(3) of P.L. 103-354, the
Federal Crop Insurance Reform and Department of Agriculture Reorganization Act of
1994, which follows:

(3) Premium reduction

If an approved insurance provider determines that the provider may
provide insurance more efficiently than the expense reimbursement
amount established by the Corporation, the approved insurance provider
may reduce, subject to the approval of the Corporation the premium
charged the insured by an amount corresponding to the efficiency. The
approved insurance provider shall apply to the Corporation for authority to
reduce the premium before making such a reduction, and the reduction
shall be subject to the rules, limitations, and procedures established by the
Corporation.

The approval of the premium discounter’s application under this Section was irregular,
discriminatory, and illegal. This is true because this one section of the law does not exist
in a vacuum. All of the general USDA and government-wide laws against discrimination
apply to the delivery of crop insurance just as they apply to all other participants in the
crop insurance delivery system. All of the extensive requirements of the Standard
Reinsurance Agreement, including the requirement that all farmers in the business area
be served, and that the Approved Insurance Provider provide extensive training of
adjusters still had to be met.

Indeed, RMA should have been well aware of these requirements because a proposed rule
was published in 1999 that attempted to thoroughly address these issues. This proposed
rule made it abundantly clear in several provisions of the proposed rule that
discrimination against small farmers, limited resource farmers, and minority farmers
would not be tolerated. The 1999 proposed rule contained five very specific prohibitions
against discrimination. See Exhibit A.

Incredibly, RMA, in its rush to approve the premium discounting regulation, chose to
ignore this proposed rule entirely. It simply resorted to a hastily drafted resolution that
ignored these issues and provided no prohibition against discrimination. This resolution
was presented to the FCIC Board, without briefing them on the history and implications
of this issue. See Exhibit B

On May 1, 2003, over four months after approval of the PRP application, RMA issued
Manager’s Bulletin No. MGR-03-008 with the subject “Procedures for Submitting
Premium Reduction Plans”. It was very vague in terms of protection of small farmers
and minority farmers. It only said that the program could not be “unfairly
discriminatory”. See Exhibit C. The term “unfair discrimination” is defined to mean that
if the plan “is based on the loss history of producers or precludes in any manner other
producers of an approved crop in an approved State from participating in the program”.
This Bulletin provides for no obligation that the premium discounter actively market



insurance to small producers, limited resource farmers, or minority farmers, in direct
contrast to the proposed 1999 rule. It is clear from subsequent conversations that we
have had with RMA as well as the way that the premium discounting program is being
operated, that RMA’s policy is that as long as no farmer is denied a premium discounted
policy when he demands it, the requirements of the Bulletin have been met. Since
farmers who are small will not even be offered or made aware of the premium
discounted programs, this policy is discriminatory on its face. This Manager’s
Bulletin was the operative policy of RMA when it solicited applications from the entire
industry in 2004 and it is still the operative policy of RMA. Manager’s Bulletin MGR-
03-008 should be repealed and disavowed at once.

Moreover, an attached chart (Exhibit D) demonstrates graphically how little concerned
the RMA was with the issue of discrimination. It is a comparison of the anti
discriminatory features of 1999 rule with manager’s bulletin. Given the number of
lawsuits filed, and in many cases won, against USDA for discrimination in recent years,
this was extremely irresponsible.

In conclusion, current RMA management has taken one obscure and outdated
provision of the law out of context and ignored all other controlling provisions of
law and regulations in its mission to force a discriminatory PRP policy on the crop
insurance program.

RMA Never Took Any Action when the Original Basis of Its Premium Discount
Approval Proved to be False and is Compounding this Negligence in Going Forward
with the Proposed Rule

The original basis of the approval of the premium discounter’s proposal was its
representation that it would achieve efficiencies via the sales and service of crop
insurance primarily through its online Internet site. This did not work and the discount
plan soon changed into a plan of reduced commissions to agents who would concentrate
on the largest and most profitable accounts in selected areas. The original basis of the
premium discount program was documented in a RMA bulletin issued on January 16,
2003, which is attached as Exhibit E.

In the meeting of the FCIC Board of Directors on December 18, 2002, the premium
discount plan was approved, based on nine conditions, including:

“(2) The submitter can demonstrate that it can reduce its costs by a specific amount
through an efficiency in the delivery of the federal crop Insurance program;

(3)The efficiency employed by the submitter to reduce its costs does not result in a
reduction of service to policyholders;”

There is no evidence whatsoever that RMA has fulfilled its obligation to the Board to
insure that these conditions were met. Indeed, as the premium discounter changed its
tactics and engaged agents to aggressively solicit only the largest accounts of the
traditional crop insurance agents, the agency was confronted with numerous complaints,
both by individual agents and organizations of agents about what they considered to be



predatory and discriminatory practices. Associate Administrator David Hatch responded
to those complaints by saying that he had investigated them and found that they were
without merit.

In the face of this experience it is even more incredible that RMA is attempting with
this proposed rule to reshape the agency delivery system that has evolved over 25
years in the mold of an experimental premium discount program that is a proven
failure. No efficiencies have been demonstrated, other than the “efficiency” of
discriminating against small farmers and concentrating on the few largest and most
profitable accounts.

Thus, the outcome of the proposed rule would be less competition for a farmer’s crop
insurance account, not more, for most farmers. More importantly, there is nothing
illogical about this outcome, especially from a business standpoint, given the fact that
companies are in business to succeed economically, not to enforce public policy
objectives. Enforcing public policies is the responsibility of the government, not private
companies.

RMA Has Consistently Refused to Acknowledge the Fact That Their
PRP Program Will Force Crop Insurance Agencies That Serve
Small Farmers Out of Business Unless They Discriminate

Although industry representatives have repeatedly pointed out that crop insurance
agencies can no longer afford to serve small farmers (on whose policies they lose money)
if premium discounters are allowed to pick off their larger and more profitable accounts,
RMA management has refused to acknowledge or comment on this issue. Indeed, they
have even refused to examine premium data from agencies that has been offered to prove
this point. It is typical for an agency to lose money on the majority of its accounts, while
remaining profitable because of the premium on its larger accounts. Thus, RMA has
shown a reckless disregard for the current crop insurance delivery system, which has
evolved over the 25 years, hostility toward the crop insurance agent force, and a
predisposition to discriminate against small farmers.

It is incumbent upon the FCIC Board to require an independent analysis of the impact of
the premium discounting program upon the agency force and the small farmers they serve
before taking any further action on the proposed rule.

The Proposed Rule’s Impact is Inherently Discriminatory and would Subject USDA
and the Industry to Massive Class Action Lawsuits

Crop insurance is a public policy of the nation, meaning that it is not merely or strictly a
commercial venture. Application of market institutions, including price competition, can
yield results that are counter to public policy objectives for the program.



The nature of crop insurance is that it is a federally certified, heavily subsidized and
tightly regulated program designed to serve as a significant risk management asset for all
U.S. farmers, ranchers and growers. It is sold and serviced by private sector insurance
companies through an annual SRA with the RMA of the U.S. Department of Agriculture
(USDA), as directed by the FCIC. The law mandates that this publicly supported
program be made available to all eligible farmers, rancher and growers without
discrimination. This general outcome is the public objective that cannot be assured
through the unfettered interaction of normal market forces and institutions.

The current delivery system for crop insurance evolved over the last two and a half
decades, as various changes in the program were made. In previous years, crop insurance
was only available through government agents and only government adjusters adjusted
losses. Since this did not provide adequate and cost-effective service to the nation’s
farmers, the current private sector delivery system evolved.

The current program provides the right balance of incentives that allows the smallest
farmers as well as the largest to be served. However, this system has been put under
considerable stress as the expense reimbursement for the delivery of the program has
been steadily reduced and the paperwork requirements of the RMA have been steadily
increased.

With the proposed rule, which RMA has neither the inclination nor the resources to
implement on a fair and impartial basis, RMA is creating a strong set of incentives for a
delivery system that will be rife with discrimination and predatory practices. The
government will get the kind of delivery system for which it creates the economic
incentives. Thus the government is adopting a policy of discrimination that is contrary to
the Civil Rights Acts, the Crop Insurance Statutes and various USDA policies and
directives. The only predictable result of such a rule will be additional class action
lawsuits against the USDA.

As aresult of a lawsuit brought by African American farmers who alleged discrimination
in USDA credit and benefit programs, USDA was forced to settle with the plaintiffs by
paying a sum that has already cost approximately $700 million in payments, debt
forgiveness and offsets in the one case, and payments are continuing. See Exhibit F. In
addition to this case, Pigford v. Glickman, USDA is facing several similar suits from
other classes of farmers, including Native Americans, Hispanic Americans, and women
who are farmers. As the USDA continues to face an onslaught of cases on
discrimination, the cost to the American taxpayer could be several billion dollars. It is
amazing that RMA would push forward a policy that would create entirely new
classes of plaintiffs who would be able to bring suit against USDA for discrimination
under the Federal Crop Insurance Program.

In the inevitable race for profit, companies engaged in price competition naturally target
customers who offer the best chance of success. Experience with the current premium
discount program proves that this means targeting larger farmers who buy larger policies



that yield larger premiums, which will inherently carry a much better chance of providing
a profit after granting a premium discount. Therefore, we conclude no rule can save the
premium discounting program from being harmful to the public policy objective of the
Crop Insurance Program, specifically including the proposed rule, as well as the
methodology listed as an “alternative.”

Therefore, the proposed rule, or any other rule, including the “alternative™ proposal,
developed for the purpose of implementing one Section of the law while ignoring other
requirements of law will not protect the integrity of the Federal Crop Insurance Program.
The RMA, acting in its capacity as an agent of the federal government and in carrying out
its public policy responsibility, must indefinitely suspend any and all efforts to implement
a Premium Reduction Program.

THIS RULE MAKING PROCESS HAS BEEN RENDERED
A SHAM BY STATEMENTS OF RMA

In public statements by RMA management, including a statement by Associate
Administrator David Hatch in a meeting with the industry on April 19, RMA has
expressed a determination to publish a final rule establishing a PRP program prior to July
1, 2005 unless Congress passes a law instructing them to do otherwise. The statement
was made on April 19 that RMA is compelled to do so by current law. As described in
previous sections of these comments, that is a totally incorrect statement of the law. It
ignores the fact that Section 508(¢)(3) authorizing premium discounts does not exist in a
vacuum. RMA has no authority or mandate to approve a premium discount program that
1s contrary to other requirements of the law and regulations. Moreover, these statements
reveal an extreme bias that has characterized RMA’s treatment of this issue since the
beginning.

1. RMA approved the original premium discounting program with no protections
against discrimination and without adequate disclosure to the Board.

2. RMA has repeatedly ignored industry complaints about the discriminatory and
predatory nature of the current premium discount program.

3. RMA sought to go forward with a national premium discounting program in 2004 and
suspended its efforts only when forced by the FCIC Board to conduct a notice and
comment rulemaking process.

4. RMA has already made a decision that it will go forward with its PRP program
regardless of the comments received in the rulemaking process, thereby rendering the
process a sham.

5. RMA is ignoring the views of the entire crop insurance industry that has served the
nation’s farmers for many years in favor of the one premium discounting company,
and comments of agents and customers of this one company.

6. RMA has neither the inclination nor the resources to prevent predatory and
discriminatory practices under a PRP program. Thus it would create chaos in the
marketplace.



The FCIC Board should hold RMA management accountable for failing to adhere to the
Board Resolution of November 19, 2004, which called for a true notice and comment
rulemaking process. See Exhibit H. What RMA has done could be done with the
publication of an interim final rule. They have already determined they will ignore the
many issues and legal deficiencies raised in this and other comments. They decided to
ignore these comments in advance. Therefore, they have violated the Administrative
Procedures Act, and any rule they issue should be challenged in the Courts.

ANY COMMENTS SECURED BY FINANCIAL INDUCEMENTS
SHOULD BE IGNORED

The company that is currently engaging in premium discounting is paying its customers
to send in comments supporting the proposed rule. As demonstrated in Exhibit F,
farmers are being offered a pair of leather work gloves if they will send in comments in
support of the rule along the lines suggested. It is a perversion of the rulemaking process
to offer financial inducements to people to submit comments. Therefore, any comments
along the lines of the suggestions in Exhibit G should be disqualified.

PROPOSED RULE IS INCOMPLETE; COMMENT PERIOD MUST BE
EXTENDED

The proposed rule does not address at least two issues critical to any effort to implement
the Section 508(e)(3) of the Act. These issues are (1) definition of “more efficiently,”
and (2) source and amount of resources, both human and capitol, required to enforce the
proposed rule as well as the “alternative” rule.

More efficiently. Section 508(e)(3) of the Act states that for an approved insurance
provider (AIP) to reduce the premium under this authority the AIP must “provide
insurance more efficiently than the expense reimbursement amount...”

Efficient is defined in the dictionary as (1) acting or producing effectively with a
minimum of waste, expense, or unnecessary effort, and (2) exhibiting a high ratio of
output to input. This definition, as applied in business terms, is commonly interpreted to
mean the ability to produce more goods and services with a given quantity of resources,
or to produce the same amount of goods and services with a smaller quantity of
resources. The result is that in either case the ratio of inputs to outputs is greater, hence
the increased efficiency.

Simple cost cutting does not necessarily translate into business efficiency gains. To the
contrary, cost cutting for the sake of generating a lower operating cost generally is known
by the business community to produce less in the way of goods and services or produce
goods and services of a different type or quality, which are generally less useful in some
significant manner. Therefore, cutting agent commissions for the sake of generating an
operating cost that is less than the A&O reimbursement level is an approach that is well
known to lead to less of something in the way of either a good or a service or a
combination of both. The action, by and of its self, clearly does not satisfy the definition



of “more efficiently.” For the federal crop insurance program, simply cutting agent
commissions will result in reduced service to some farmers, even if not all farmers. But
this outcome is contrary to the program mission.

The proposed rule fails to define “more efficiently.” As critical as this term is to
satisfying the requirements of Section 508(e)(3) of the Act, it must be fully defined.
Standards of performance must be identified and AIPs properly informed regarding these
requirements.

Necessary resources. The proposed rule appears to describe activities that will require
substantial sums of resources, both human and capital. There is no debate about the fact
that the proposed rule describes activities that extend well beyond the demand on RMA
resources imposed by the current set of “guidelines” for implementing Section 508(e)(3)
of the Act as it relates to the one AIP that has been approved to offer premium discounts.

If, in the unfortunate event, a final rule is promulgated to implement Section 508(e)(3) of
the Act, the RMA will definitely require additional resources to make any effort at
effectively managing the program. The proposed rule does not mention resource needs.
In all likelihood, RMA would need to establish a fully staffed office of PRP. The
increased resources must be obtained prior to publishing a final rule.

These deficiencies in the proposed rule and RMA’s inability to enforce a final rule on
premium discounting warrant indefinite extension of the comment period and rule
making procedure.

Respectfully submitted,

Hot R 252

Michael McLeod
Executive Director & General Counsel

cc: Vernon B. Parker
Assistant Secretary for Civil Rights
Members of the FCIC Board
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(3) The paymerf of the dividend, crop
insurance, or patipnage refund is made
only to insureds.

{b) Prior to payjhg any dividends or
patronage refundg to insureds or
applicants, the cdyered person must
certify that such fayments do not
violate paragraphf(a) of this section. The
covered person miking such payments
will make those fnancial records
applicable to sucl} payments available
for inspection at the request of RMA.

(c) Payment of gny dividend or
patronage refund In violation of this
section will resulf in the imposition of
sanctions in accofdance with § 400.757.

§400.754 Paymer}s to insured-owned and
record-controlling gntities.

(a) Covered perfons may not enter
into agreements With insured-owned
i #e a list of producers

person by the ins§red-owned entity
except as specifigll in this section.

(1) The coverediperson must request
approval from FQJC in writing in
accordance with Baragraph {(d) of this
section.

(2) Covered perfons may not execute
agreements or make any payments to
insured-owned ejjtities until receiving
written approval from FCIC.

(3) The insured
agree in writing

insured-owned erftity that is contingent
upon the insured pr applicant obtaining
or maintaining infurance coverage with
or through a covefed person.

{4) The insuredfowned entity must
agree in writing tifat all payments made
by the covered pefson will be deposited
in the general funfl to be used for the
benefit of all prodhicers affiliated with
the insured-ownefll entity equally or in
proportion to the persons interest in the
insured-owned erfity, as applicable.

(5) The amountfof the covered
persons’ paymentito the insured-owned
entity must be a fiked amount and must
not be based on tife number of crop
insurance policief sold to producers
affiliated with thdlinsured-owned entity
or the volume of gremium written.

{b) For any othdr type of agreement
between covered persons and insured-
owned entities, the covered person must
comply with all tRe requirements of this
section.

() A covered pfrson is prohibited
i crop insurance or
bnt to a record-
controlling entityjinless:

(1) The coveredperson or the record-
controlling entityfporovides a written
request for approval for the record-

controlling entit§ to obtain insurance or
receive a paymegt from FCIC;

(2) The coverefl person or the record-
controlling entit§ obtains the written
approval from F@IC; and

(3) The coverefl person agrees in
writing to apprage any crop under the
control of the regord-controlling entity
and insured wittjor through the covered
person not less tRan 5 days prior to
harvest.

(d) All request] for approval under
this section musfjcomply with the
following:

{1) All requestq for approval must be
received not lateg than 60 days prior to
the date an agreejnent between covered
persons and insyred-owned entities is to
be effective or, fqf insurance or
payments for recprd-controlling entities,
the sales closing flate or payment date
(requests receivefl after the deadline
will be considerg for the next crop year
¥ is withdrawn by the
agce provider or unless
FCIC otherwise ggrees in writing);

(2) Each requet must include the
following materif§l and address each of
the following itegns:

(1) The name of the covered person
and the person who may be contacted
for further infornjation regarding the
request for appragyal;

(i) A detailed fescription of the
amounts to be pald by the covered
persons and the goods or services to be
provided by the thsured-owned entity or
record-controlling entity; and

(iii) Any other fnformation required

b any agreement,
providing insurafce or making any

payment under

accordance withf§§ 400.757. .
{f) Approval ufder this section will
only be valid forfthe period specified by

FCIC in its writtdn approval.

§400.755 Reductions in premiums.

(a) Approved insurance providers
may obtain written approval of
premium reduction plans by submitting
an application to RMA as follows:

(1) Applications must be received not
later than 120 days before the first sales
closing date on any crop for which a
premium reduction is requested.
Applications filed less than 120 days
before the sales closing date will be
considered for the next crop year unless
the application is withdrawn by the
approved insurance provider or unless
FCIC otherwise agrees in writing.

{2) The application under this section
must be sent to the Director,
Reinsurance Services Division, USDA/
RMA/Stop 0804, 1400 Independence

Avenue, SW, Washington, DC 20250~
0804.

(3) Each application must include the
following:

() The name of the approved
insurance provider, the person who may
be contacted for further information
regarding the application, and the
person who will be responsible for
administration of the premium
reduction;

(i) The crops, insurance plans, the
states or counties, and all other
eligibility criteria used to determine
which insureds will be offered the
premium reduction;

(iii) An estimate of the number of
producers who will be affected, the
crops, counties, and states affected, and
the projected total dollar amount of the
reduction;

{iv) The first crop year for which the
premium reduction is proposed to be
offered;

(v) A detailed description of the
changes in administrative and operating
procedures that produce the efficiency
and a detailed cost-accounting
statement verifying the existence and
the amount of the efficiency (Both
statements must be certified by the
person authorized to sign the Standard
Reinsurance Agreement for the
approved insurance provider. The cost-
accounting statement must include
historical data that permits a
comparison of administrative and
operating costs before and after the
introduction of the new procedures.
Estimates may be supplied whenever
the procedures have not yet been
implemented or have not been
implemented long enough to permit the
proper collection of cost accounting
data);

(vi) A description and an example as
to how the approved insurance provider
will calculate the premium reduction
and present it to eligible insureds;

(vii) A description of those features of
the proposed premium reduction plan
that will assure that it will not
discriminate against small producers,
limited resources farmers as defined in
section 1 of the Basic Provisions, 7 CFR
457.8, or minority producers.

{viii) A narrative statement explaining
how the application satisfies all
applicable approval criteria specified in
§400.755; and

(ix) Any other information that the
approved insurance provider wishes to
submit or that is required by FCIC.

{b) Compliance with all the following
criteria is required for FCIC’s approval:

(1) All required information must be
timely submitted;

(2) There must not be a reduction in
service to policyholders;
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(3) There must not be a reduction in
training and supervising of agents, loss
adjusters, or underwriting and quality
assurance personnel;

(4) There must not be a reduction in
program integrity or an adverse affect on
actuarial soundness;

(5) There must not be a reduction in
the total delivery system'’s ability to
serve all producers, including small
producers, limited resource farmers as
defined in the Basic Provisions, 7 CFR
457.8, minority producers, and
producers located in areas with small
volumes of crop insurance business;

(6) There must not be a reduction in
the total delivery system’s ability to
provide risk management education to
all producers;

(7) The efficiency must be measurable
in dollar terms;

{8) RMA must be able to verify the
existence and amount of the efficiency
and that it is derived from the
administrative and operating subsidy
and not any expected underwriting gain;

(9) The efficiency must not derive
from marketing or underwriting
practices that are unfairly
discriminatory; such as discriminating
among producers on the basis of farm
size or premium amount; and

(10) The premium reduction must not
Jjeopardize or diminish the financial
condition of the approved insurance
provider.

(¢} Each application will be reviewed
to determine if all necessary
documentation is included. FCIC may
require changes or adjustments to the
application consistent with the Act and
FCIC's regulations.

(d) An application to reduce premium
will not be approved if FCIC determines
that it will discriminate against small
producers, limited resources farmers as
defined in section 1 of the Basic
Provisions, 7 CFR 457.8, or minority
producers.

(1) If the insurance provider proposes
to offer the premium reduction to an
identifiable group of producers or in a
specific geographical area, then the
premium reduction must be made
available to all producers in that group
or area, regardless of the amount of
premium to be earned on the producer’s
policy.

(2) No group or geographical area may
be defined in such a manner as to
exclude small producers, limited
resource farmers, or minority producers.

(e) The Director of the Reinsurance
Services Division will notify the
approved insurance provider of the
action taken.

(1) If the application is disapproved,
the approved insurance provider:

(i) Will be notified of the reason for
disapproval and will be allowed to
amend the application in an effort to
obtain FCIC’s approval. If the approved
insurance provider amends the
application, the review process starts
again and it may not be possible to
approve the application in time to have
it applicable for the crop year for which
such application was submitted; and

(ii) May request reconsideration of the
decision with the Deputy Administrator
of Insurance Services within 30 days of
disapproval. Such request must provide
a detailed narrative of the basis for
reconsideration.

(2) Approval is solely within the
discretion of FCIC.

(3) An approved application may be
implemented by the approved insurance
provider by the next sales closing date
for the affected crop after approval by
RMA.

(4) Approved applications for
premium reduction will only be valid
for the period specified by RMA.

(5) FCIC may rescind any approval at
any time that it determines that the
requirements imposed by this rule are
no longer satisfied or if a change in the
Act necessitates rescission. In such case,
rescission will not take effect earlier
than the date of FCIC's written notice to
the approved insurance provider.

(6) The approved insurance provider
must report all changes causing a
material impact upon a previously-
approved application to the Director of
the Reinsurance Services Division.

§400.756. Records and Review.

At any time after approval, RMA may
conduct a review or audit of any action
approved under this subpart and require
additional information or access to
records pertaining to such actions.
Failure to comply with this section will
result in the impositions of sanctions in
accordance with § 400.757.

§400.757 Sanctions.

(a) No crop insurance policy in
violation of this subpart will be eligible
for reinsurance, premium subsidy, or
administrative and operating expenses.
If reinsurance, premium subsidy, or
administrative and operating expenses
have been paid for such policy, they
must be repaid to FCIC.

(b) Approved insurance providers are
responsible for the conduct of all of
their covered persons. If such covered
person violates any provision in this
subpart, the approved insurance
provider will be held strictly liable.

Signed in Washington, DC, on May 4, 1999.

Kenneth D. Akkerman,

Manager, Fedgral Crop Insurance
Corporanon

[FR Doc. 99— 759 Flled 5-11-99; 8:45 am)]
BILLING CODE

DEPARTMENT OF THE TREASURY

Office of thg Comptroller of the
Currency

12 CFR Chap. |
[Docket No. $8-05]
Community§Bank-Focused Regulation

Review

AGENCY: Offfce of the Comptroller of the
Currency, Tjeasury.

ACTION: Adyance notice of proposed
rulemaking

SUMMARY: ‘ge Office of the Comptroller

of the Currehcy (OCC) is undertaking a
review of it§regulations with a view
toward iden 1fymg rules that may
impose dlsp oportionate or unnecessary
burden on dpmmunity banks. This
advance notfce of proposed rulemaking
(ANPR) idedtifies several parts of the
OCC's reguljtions that are already under
review, reqUests comment on changes
that could b} made to these regulations,
and solicits fuggestions for

ADDRESSES: Please direct your
comments t: Docket No. 99-05,
Communicaions Division, Third Floor,
Office of thq Comptroller of the
Currency, 2§0 E Street, SW,

Washingtorg DC, 20219. You can
inspect andjphotocopy all comments
received at ghat address. In addition,
you may sergd comments by facsimile
transmissiog to FAX number (202) 874
5274, or by flectronic mail to

Legislative gnd Regulatory Activities, at
(202) 874-5p90

that vary widely in size,
tegy, complexity, and
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Board Memorandum No. 694

Docket No. CI-PDP-02-1

PDP - Submitted by Converium Insurance North America, Inc., and Cropl Insurance Direct,
Inc., Beginning with the 2003 Crop Year

EINAL RESOLUTION

RESOLVED, That Docket No. CI-PDP-02-1, Exhibit No. 2152, authorizing implementation of
the PDP business plan under section 523(b) of the Federal Crop Insurance Act (Act) is
withdrawn and resubmitted under section 508(e)(3) of the Act AND BE IT FURTHER
RESOLVED, That the Board recommends that the PDP business plan be approved by the
Corporation subject to the following rules, limitations and procedures:

(1) All questions that have been posed to the expert reviewers are adequately addressed, as
determiined by the Corporation;

‘(2) The submitter can demonstrate that it can reduce its costs by a specific amount through an
efficiency in the delivery of the Federal crop insurance program;

(3) The efficiency employed by the submitter to reduce its costs does not result in a reduction of
service to policyholders; ’

(4) The submitter can demonstrate that it has the financial capacity to deliver the PDP business
plan, as determined by the Corporation, in the areas in which it has been proposed, or
approved by the Corporation; ~~

(5) That the PDP business plan be offered on a limited basis, to be determined by the
Corpordtiuu, and eXpanded over fime as the capacity and ability of the subitter 1o deliver .
the PDP business-plan is established, as approved by the Corporation;

(6) That the submitter and the Corporation shall monitor the performance of the PDP business
plan and that the submitter provide weekly reports to the Corporation regarding the
performance of the PDP business plan and report any problems discovered;

(7) That the Corporation report to the Board at each Board meeting the performance of the PDP
business plan during the period since the previous Board meeting;

(8) That the Corporation can take such action as necessary, including the withdrawal of approval,
if the Corporation determines that any condition herein has not been fully and satisfactorily
met, and continues to be met during the duration of the PDP business plan, or that may be
needed to protect the integrity of the program, as determined by the Corporation; and



(9) That the conditions stated herein be applied to all submitters of plans or proposals for
- premium reduction governed by section 508(e)(3) of the Act.

Adopted by the Board of Directors on: December 18, 2002

/s/ Diana Moslak
Diana Moslak, Secretary
Federal Crop Insurance Corporation

[SEAL]
Approved by:

/s/ Keith Collins 12/18/02
Keith Collins : Date

Chairman of the Board
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USDA
=

United States Department of Agriculture
Farm and Foreign Agricultural Services
Risk Management Agency

May 1, 2003

BULLETIN NO.: MGR-03-008

TO: All Reinsured Companies
All Risk Management Agency Field Offi
All Other Interested Parties ‘

FROM: Ross J. Davidson, Jr. 4/  RossJ. Davidson, Jr.
’ Administrator

SUBJECT:  Procedures for Submitting Premium Reduction Plans

BACKGROUND:

Section 508(€)(3) of the Federal Crop Insurance Act authorizes approved insurance providers (AIP) to
reduce the amount of premium charged an insured on Federally-reinsured crop insurance, if the AIP
determines that it can provide insurance more efficiently than the expense reimbursement amount established
by the Federal Crop Insurance Corporation (FCIC). The AIP must make application to, and obtain
approval from the FCIC prior to making any premium reduction available to a producer.

ACTION:

The attached procedures establish the submission criteria for AIP’s making application for offering premium

reduction plans pursuant to section 508(e)(3) of the Act. These procedures are available on the RMA
website at:

www.rma.usda.gov/news/managers/2003/pdf/008/Premium_Reduction_Application_Procedures.pdf.
DISPOSAL DATE:

This Manager’s Bulletin is for the purpose of transmitting information and the expiration date is Deéember

31, 2003.
%I D

1400 Independence Ave., SW ,Stop 0801. Washington, DC 20250-0805

The Risk Management Agency Administers and Oversees
-~ All Programs Authorized Under the Federal Crop Insurance Corporation

An Equal Opportunity Employer
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Definitions.
Act - The Federal Crop Insurance Act (7 U.S.C. 1501 et seq.).

Administrative and Operating (A&O) Costs — Costs of the AIP and any MGA and
TPA that are related to the delivery, loss adjustment and administration of the Federal
crop insurance program.

Administrative and Operating (A&O) Subsidy - The subsidy for the administrative

and operating expenses authorized by the Act and paid by FCIC on behalf of the producer
to the Company.

Affiliate — A person or entity, excluding agents, loss adjusters, and employees of the AIP,
that enters into partnership or other relationship with an AIP for the purpose of assisting
the AIP in making the premium-reduction plan available to producers.

Agent - An individual licensed by the State in which the agent does business under
contract with a Company, its managing general agent, or any other entity, to sell and

service eligible crop insurance contracts. Agents may represent a single AIP or multiple
AlP’s.

Application — A written request to RMA, along with all required supporting
documentation, submitted by an AIP for the purpose of obtaining approval to reduce
insured’s premium in accordance with section 508(e)(3) of the Act.

Approved Insurance Provider (AIP) — An insurance company that has been approved
by FCIC to sell and service crop insurance policies reinsured by FCIC under the Act.

Compensation— Any salary, commission or any other payment, or thing of value or
benefit that has a quantifiable value, including, but not limited to, the payment of health
or life insurance, deferred compensation (including qualified and unqualified), finders
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fees, retainers, trip or travel expenses, dues or other membership fees, the use of vehicles,
office space, equipment, staff or administrative support.

Cost-Accounting Statement — An accounting of all of the AIP's A&O costs, identifying
and quantifying the efficiency that the AIP expects to realize, and showing the results of
the immediate prior year and comparing them to the estimated results of the current or the

following year. The estimated accounting shall be for the year in which the proposed
premium reduction is to take place.

Efficiency — Monetary savings realized when an AIP sells and services its Federal crop
insurance policies for less than only the amount of the A&O subsidy paid by FCIC,
which may result from changes to the administrative and operating procedures that the
AIP employs in delivering Federally-reinsured policies in accordance with the Act, the
SRA, and all applicable regulations, directives, bulletins and procedures, or from
reductions in compensation provided to its owners, employees, agents, loss adjusters and
other service providers. Efficiency does not include any actual or projected underwriting
gain earned from the SRA or the investment returns on the AIP’s reserves.

Federal Crop Insurance Corporation (FCIC) — A wholly-owned government
corporation within the United States Department of Agriculture, who se programs are
administered by RMA.

Producer Premium — The portion of the FCIC-approved insurance premium for the risk
of loss that the policyholder must pay.

Managing General Agent (MGA) — An entity that meets the definition of managing
general agency under the laws and regulations of the State in which the AIP is
incorporated, or in the absence of such definition, the definition in the Managing General
Agents Model Act, as published by the National Association of Insurance
Commissioners. The entity must comply with the managing general agency laws and
regulations, if applicable, of each State in which the entity operates.

Premium Reduction — Reduction of the insured's premium by the AIP in an amount

corresponding to the amount of the efficiency, in accordance with section 508(e)(3) of the
Act, all applicable regulations, and these procedures.

Risk Management Agency (RMA) — An agency of the United States Department of
Agriculture, which administers the programs of the FCIC.

Sales Closing Date — The date established by FCIC as the last date on which a producer
may apply for an eligible crop insurance contract on a crop in a specific county.

Standard Reinsurance Agreement (SRA) — The reinsurance agreement between FCIC

and the AIP, under which the AIP is authorized to sell and reinsure the policies for which
premium reduction is proposed.
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Third Party Administrator (TPA) - A person or organization that processes claims or
performs other administrative services and holds licenses, as applicable, in States in
which services are provided with respect to the Federal crop insurance business in
accordance with a service contract or an affiliate or any other type of relationship.

Unfair Discrimination — A premium-reduction plan will be considered unfairly
discriminatory to producers if it is based on the loss history of producers or precludes in

any manner other producers of an approved crop and in an approved State from
participating in the program.

. Basis, Purpose, And Applicability

This document provides procedures that are applicable to applications submitted by AIPs
for the purpose of obtaining approval for a premium-reduction plan in accordance with
section 508(e)(3) of the Act and section III. D. of the SRA. The offering of such
premium-reduction phns without RMA’s written prior approval is prohibited.

III.  Timing Of Application

(2) Applications must be received and deemed complete by RMA not later than 150 days
before the first sales closing date (120 days for the September 30, 2003 sales closing
date) on any crop for which a premium reduction is requested.

(b) IfRMA determines there is insufficient time to complete the approval process, train
agents and permit sales under the premiumrreduction plan, complete applications
filed less than 150 days before the first sales closing date (120 days for the September
30, 2003 sales closing date) may be considered.

IV. Confidentiality Of Application

Any confidential commercial or financial information submitted with an application will
be protected from disclosure to the extent permitted by, and in accordance with, 5 U.S.C.

552(b)(4).
V. Contents Required For An Application

An application must contain the following material, in the order given, and be contained
in a 3-ring binder with section dividers clearly labeling each section. The submission
must also include computer disks or other electronic media in a format acceptable to
RMA, a duplicate of the materials submitted in the binders. Each application must
include five identical copies and be sent to the Director of Reinsurance Services (or

designee), Risk Management Agency, 1400 Independence Avenue S.W., AgStop 0805,
Washington, DC 20250.
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(a) The name of the ATP, the person(s) who may be contacted for further information

regarding the application, and the person(s) who will be responsible for
administration of the premium reduction;

(b) The proposed crops and States where the efficiency is being gained and where the
premium-discount plan will be available, reinsurance year the premium-reduction

plan will be in effect, the projected total dollar amount of the efficiency and an
estimate of the number of producers affected;

(c) A statement as to the amount of the premium reduction that is proposed to be offered
to each eligible producer and how it will be calculated; the crop(s) and state(s), for
which it will be provided (must correspond to the crop(s) and state(s) where the

efficiencies are gained); and a list of any and all terms and conditions that affect its
availability;

(d) A statement of how the premium reduction will be calculated and presented to
producers and reported to RMA;

(¢) A detailed statement explaining how the AIP proposes to revise its procedures for the
delivery, operation or administration of the Federal crop insurance program in order
to achieve the specified efficiency and an explanation of how and to what extent such
revision will actually achieve the efficiency;

(® Provide materials demonstrating that the AIP can attain the specified efficiency and
that the AIP has the financial capacity and necessaryresources to adequately sell and
service the Federally-reinsured policies that it has proposed to sell in its Plan of

Operations, given the proposed premium reduction. At a minimum, the following
must be provided:

(1) A detailed statement of efficiencies, supported by a comparison of the cost
accounting statement and a statement of the use of A&O subsidy received under

the SRA, detailed by expense category before and after the application of the
efficiencies.

(2) There may be instances where a new AIP is entering into the crop insurance
program or an existing AIP may anticipate a growth in business as a result of the
implementation of a premium-reduction plan during which the AIP incurs greater-
than-normal costs (e.g. first-time marketing costs, IT system purchases). In those
instances, the costs that are associated with getting the crop insurance business
operational or the changes to the operation necessary to be able to service the
increased volume of business may be included in the A&O costs for the purpose

of determining the efficiency. For AIPs that meet this criteria, as determined by
RMA, the following will apply:

(A) The costs associated with the entry into the program or growth should be
accounted for separately from all other A&O costs.
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(B) New AIPs should provide, for the states and crops where the premium

reduction plan will be made available for the reinsurance year, a separate
estimate of:

() The A&O costs associated with entry into the crop insurance business; and

(ii) All other A&O costs.

(C)Existing AIPs should provide, for the states and crops where the premium
reduction plan will be made available for the reinsurance year:

() An estimate of the A&O costs associated with the anticipated growth; and

(i1) An accounting of all other actual A&O costs.
(D) The amount of the efficiency for the reinsurance year will be determined by:

() Subtracting the A&O costs associated with entry into the program (see
(B)(®) or growth (see (C)(i)) from the total of all A&O costs ((B)({) +
(B)() or (C)(@) + (C)(ii), as applicable); and

(ii) Subtracting the result of (D)(i) from the A&O subsidy for the reinsurance

year for the states and crops where the premium reduction plan will be
made available.

(3) Detailed accounting statermnents prepared in a marmer that permits comparison
with the Expense Exhibit that the ATP submits to RMA annually with its Plan of
Operations. A certified public accountant must certify to the reasonableness,
accuracy, and completeness of the statement. If the AIP employs an MGA and/or

TPA, the statement must present the specified information for the AIP and as
applicable, the MGA and/or TPA.

(4) Actual expenses must be submitted for the quarter immediately preceding the
proposed premium reduction as support for the AIP’s actual estimated expenses.
(In addition, RMA may request an estimated monthly cash flow worksheet for a
full year containing a detailed description of expenses and income related to the
proposed premium reduction plan.)

(5) The compensation (as defined in this procedure) to be paid to agents by state and

amount of premium written before and an estimate of premium written after the
introduction of the efficiency.

(6) A detailed review by the AIP of the potential impact the premium- reduction plan
may have regarding the following, and the steps that will be taken to address any
potential vulnerabilities:
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(A) The operational capacity of the AIP; and

(B) The level of market penetration of the Federal crop insurance market in the
proposed crop(s) or State(s).

(C) The ability of the AIP to service all policy holders, including the timely
adjustment of claims.

(7) If the AIP employs an MGA, it shall certify that it’s contract with the MGA
contains the following language, and that the contract between the MGA and all
sub-general agents contain similar language granting the same rights to intervene
to the AIP. RMA may, at its sole discretion, accept minor modifications to the
following language in order to accommodate specific circumstances.

“The (_insert AIP’s name_) (Company) and (_insert MGA name ) (MGA), as
a condition for obtaining approval of a premium reduction plan from the Federal
Crop Insurance Corporation (FCIC), which is of mutual benefit to both the
Company and the MGA do hereby agree as follows:

“In the event that the MGA becomes unable to service the multi-peril crop
insurance (MPCI) policies reinsured by FCIC, the MGA shall provide to the
Company complete and unlimited access to all of its facilities, files, data systems
(including all of the MGA’s computer hardware and software programs and
applicable licenses), personnel, and related resources and equipment to allow the
Company itself and/or the Company’s designee(s) to administer directly, in full
compliance with all applicable Federal laws, rules and manuals, all aspects of the
Company ‘s MPCI policies and claims which the MGA has agreed to service and
Jor which the Company is ultimately responsible. It is understood that the
Company, as the holder of a Standard Reinsurance Agreement with the FCIC,
shall have sole discretion to determine whether the MGA has become unable to
service the MPCI policies or claims at issue. It is further understood, however,
that such discretion shall be exercised in good faith and shall be preceded by
written notice, which shall be given in as practical a time frame as the particular
circumstances permit to both the MGA and the FCIC. Prior to exercising such
direct administration, the Company shall grant the MGA ten business days from
the date of the Company s written notice to allow the MGA to take remedial or
Ppreventative action. Such remedial or preventative action must be completely

satisfactory in the Company’s judgment, and such judgment shall be exercised in
good faith.”

(8) An opinion by the AIP’s legal counsel that all persons or entities involved with
the delivery of the premiumrreduction plan, including affiliates, are in compliance

with applicable state insurance laws regarding licensing of agents and the conduct
of agents in the solicitation and sale of insurance.
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(8) Ananalysis of whether or not the proposed premium-reduction plan may be unfairly

discriminatory, or potentially perceived to be discriminatory, and if so, what remedies
the AIP has to address such situations.

(h) Any other information that will assist RMA in determining if the application satisfies
the criteria for approval.

VI. RMA Review

(a) Each application will be reviewed by RMA to determine if all necessary and
appropriate documentation is included. The applicant will be notified within thirty
(30) days after receipt of the premium-reduction plan if the submission does not
comply in all material respects with these requirements. RMA will return the
premium-reduction submission to the applicant after notification. Any returned
application must be resubmitted in its entirety unless otherwise determined by RMA.

(b) Upon completion of the RMA staff review, all recommendations will be forwarded to
the Administrator of RMA (or designee), who will approve or disapprove the
application.

(¢) In addition to the written application, RMA may require the AIP to make an oral
presentation to RMA.

(d) After the AIP establishes that it has the ability and capacity to deliver the premium-

reduction plan, the AIP may request expansion of the program in accordance with
these procedures.

(¢) RMA will notify the applicant at least 60 days before the applicable sales closing date
of its approval or disapproval of the submitted premium reduction plan.

VII. Criteria For Approval

RMA may approve the application if, in the sole determination of RMA, the application
demonstrates that the following criteria are met:

(@) The AP can reduce A&O costs by a specific amount through efficiencies in the
delivery of the Federal crop insurance program;

(b) The premiumrreduction plan will not result in a reduction of service to policyholders
or be harmful to the interests of producers;

(¢) The premium-reduction plan is not unfairly discriminatory;
(@) Implementation of the premium-reduction plan does not place financial or operational

hardship on the ATP, RMA, or potentially undermine the integrity of the Federal crop
insurance program;
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(¢) The AIP has the financial and operational capacity and expertise to properly deliver
the Federal crop insurance program once the premium-reduction plan is implemented;

(® The AIP’s resources, procedures, and internal controls are adequate to make the
premium-reduction plan available to producers in a timely manner and to protect the
integrity of the Federal crop insurance program, including the prevention of fraud,
waste and abuse; and 3 _

(2) The premium-reduction plan meets all other relevant requirements of the Act and the
SRA.

VIII. Disapproval
(a) RMA will disapprove any application that:

(1) Does not meet the approval criteria stated in section VII or any other requirement
in these procedures;

(2) Where the documentary evidence provided does not support the existence or
amount of the efficiency or costs.

(b) If RMA disapproves an application, it will notify the AIP in writing of its disapproval
and provide reasons for such disapproval.

IX. Terms And Conditions For Approved Premium-Reduction Plans

The following terms and conditions apply to all AIPs whose applications are approved:

(a) All procedural issues, questions, problems or clarifications with respect to

implementation of the premium-reduction plan must be promptly addressed by the
ATIP.

(b) The AIP must implement the premium-reduction plan in accordance with the terms
and conditions of approval.

(¢) The AIP must provide quarterly reports or more frequently as determined appropriate
by RMA, that permit RMA to accurately evaluate the effectiveness of the premium-

reduction plan, and the financial and operational condition of the AIP, in the manner
specified by RMA; :

(d) The ATP must provide special reports of any information required by RMA to
evaluate the functioning of the premium-reduction plan, as requested by RMA.

() The AIP is solely liable for all damages caused by any mistakes, errors,
misrepresentations, or flaws in the premium-reduction plan.
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(® The AIP must assist RMA in its periodic review of the operations of the AIP for the
purpose of assuring that the efficiency is generated and the premium-reduction plan is
administered in the manner presented in the application, that the solvency and
operational capacity of the AIP, remain unimpaired, and that the interests of
producers and taxpayers are protected.

(g) AIP must allow any insured to refuse to participate in the premium-reduction plan
through the execution of a written waiver. After execution of the waiver, the AIP
may elect to offer insurance for the full amount of the premium.

(h) The ATP agrees to make any substantive changes requested by RMA in the
application or its implementation of the premiunrreduction plan to ensure compliance
with the Act, regulations, the SRA and any applicable policy provisions and approved
procedures, and to protect the interests of producers and taxpayers, and the integrity
of the program.

(1) An AJP offering a premium-reduction plan must submit in its annual Plan of
Operations, an accounting of the full actual A&O costs associated with operation of
the premium-reduction plan incurred during the most recent reinsurance year in
which the premium-reduction plan was in effect. In any subsequent reinsurance year,
the amount of efficiency that may be used in a premium reduction will not exceed the

actual cost savings obtained for the previous reinsurance year unless the AIP can
demonstrate additional cost savings.

() RMA may, at its sole discretion, withdraw or modify, effective upon notice, its
approval of any premium-reduction plan if RMA determines that it no longer satisfies
the criteria for approval; the ATP fails to comply with one or more of the terms and
conditions of approval; the stated efficiencies have not realized; any other terms and
conditions in these procedures have not been fully and satisfactorily met; or the
integrity of the FCIC program is jeopardized in any way, as determined by RMA, by
the premium-reduction plan as actually implemented. RMA, at its discretion, may
grant a reasonable period of time for the AIP to remedy any discrepancy, flaw,
mistake, error or misrepresentation in the premium-reduction plan.
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Side-by Side Comparison of Protections for Small Farmers, Limited

Resource Farmers, Minority Farmers, and Farmers in Low Volume

Areas, of the 1999 Proposed Rules and the 2003 Manager's Bulletin
Regarding Premium Reduction Plans

Section 508(e) (3) of the Federal Crop Insurance Act (7 U.S.C. 1501 et seq.) states;

If an approved insurance provider determines that the provider may
provide insurance more efficiently than the expense reimbursement
amount established by the Corporation, the approved insurance provider
may reduce, subject to the approval of the Corporation, the premium
charged the insured by an amount corresponding to the efficiency. The
approved insurance provider shall apply to the Corporation for authority to
reduce the premium before making such a reduction, and the reduction
shall be subject to the rules, limitations, and procedures established by the
Corporation.

Proposed Rules May 12, 1999 Fed. May 1, 2003 Manager's
Register Vol. 64. No.91. pg 25466 — Bulletin MGR-03-008 —
Never Finalized After Public Comment | Expired 12/31/03,
Period reinstated 10/6/04

(emphasis added)

RMA may approve the
application if| in the sole
determination of RMA, the
application

demonstrates that the
following criteria are met:

§ 400.755 (b)(2) There must not be a VIL. (b) The premium-
reduction in service to policyholders; reduction plan will not result
in a reduction of service to
policyholders

or be harmful to the interests
of producers;

§ 400.755 (b)(3) There must not be a
reduction in training and supervising of
agents, loss
adjusters, or underwriting and quality
assurance personnel;

§ 400.755 (b)(5) There must not be a
reduction in the total delivery system’s




ability to serve all producers, including
small producers, limited resource
farmers as defined in the Basic
Provisions, 7 CFR

457.8, minority producers, and
producers located in areas with small
volumes of crop insurance business;

§ 400.755 (b)(6) There must not be a
reduction in the total delivery system’s
ability to provide risk management
education to all producers;

§ 400.755 (b)(9) The efficiency must not
derive from marketing or underwriting
practices that are unfairly discriminatory;
such as discriminating among
producers on the basis of farm size or
premium amount; and

VILI. (¢) The premium-
reduction plan is not unfairly
discriminatory;

I. Unfair Discrimination

A premium-reduction plan
will be considered unfairly
discriminatory to producers if
it is based on the loss history
of producers or precludes in
any manner other producers
of an approved crop and in an
approved State from
participating in the program.

§ 400.755 (d) An application to reduce
premium will not be approved if FCIC
determines that it will discriminate
against small producers, limited
resources farmers as defined in section
1 of the Basic

Provisions, 7 CFR 457.8, or minority
producers.

(1) If the insurance provider
proposes to offer the premium
reduction to an identifiable group of
producers or in a specific geographical
area, then the premium reduction must
be made available to all producers in
that group or area, regardless of the
amount of premium to be earned on the
producer’s policy.




(2) No group or geographical area
may be defined in such a manner as to
exclude small producers, limited
resource farmers, or minority
producers.

§ 400.757 Sanctions.

(a) No crop insurance policy in

violation of this subpart will be eligible
for reinsurance, premium subsidy, or
administrative and operating expenses.

If reinsurance, premium subsidy, or
administrative and operating expenses
have been paid for such policy, they must
be repaid to FCIC.
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Backgrounder: Premium Discount Plan (PDP) Page 1 of 2
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Risk WManagement Agency / U.S, Department of Agriculture
Thursday, January 16, 2003

Backgrounder: Premium Discount Plan
(PDP)

In section 508(e) of the Federal Crop Insurance Act (Act), Congress
envisioned the development of a program whereby insurance providers
who could show a specific savings in the delivery of the crop insurance
program, without adversely affecting the service to policyholders, could
pass that savings to their policyholders in the form of reduced premium.

The Federal Crop Insurance Corporation (FCIC) Board of Directors'
review of the Premium Discount Plan (PDP) was rigorous. The FCIC
Board of Directors' wanted to ensure that Converium Insurance North
America, Inc. (CINA) and its managing general agent, Cropl, had the
systemic ability to deliver the program, had the financial capacity to
underwrite the policies in the proposed areas, and that program integrity
and service to policyholders would not be adversely affected. Five
independent reviewers as well as several Board members raised a number
of issues that were then satisfied by Cropl and CINA. The Board also
placed a number of restrictions on the program, including limiting the
number of states and crops in which the discount could be offered to
allow the program to be tested.

Approval of Cropl's proposal does not limit other insurance companies
from developing and submitting similar proposals for Board review, as
long as the criteria set forth in the Act and established by the Board are
met.

Under PDP, sales and service are primarily conducted online via Cropl's
internet site. Crop1 has established a network of affiliates (such as seed
dealers, implement dealers, and farm creditors) to assist producers. Cropl
has also established an online chat service where producers can initiate
online instant messaging with a licensed agent. Cropl employs full-
service agents to assist producers if an on-farm visit is necessary. While
Cropl's concept of direct sales via the internet is new to crop insurance,
other lines of casualty insurance have been direct marketed via the
internet for years. The Freedom to E-File Act mandated that RMA and
the FCIC through approved insurance providers, enable agricultural
producers to access all forms and other program information via the
Internet and provide for the electronic filing of all required program
paperwork. Crop 1's PDP implementation complies with this
requirement.

http://www.rma.usda.gov/news/2003/01/030115_pdp.html 1/16/2003
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Related item: Board Memorandum No. 694: Final Resolution (PDF file)

Page 2 of 2

Privacy & Security | Nondiscrimination Statement | Document Accessibility | Credits

Unauthorized attempts to upload or change information on this service are strictly
prohibited and may be punishable under the Computer Fraud and Abuse Act of 1986
(Public Law 99-474) and the Nationa! Information Infrastructure Protection Act.

Back to top of page.
Last Updated: Wednesday, 15-Jan-2003 17:53:08 Central Standard Time

http://www.rma.usda.gov/news/2003/01/030115_pdp.html

1/16/2003
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Civil Rights Program ' Page 1 of 2

United States Department Of Agriculture

USDA
Conflict Preventon 3 ST ! Secretary's Diversity
and Resolution Center Office of Civil Rights Office of Outreach Adwisory Council ‘

Pigford v.Veneman:
Cansent Decree in Class Action Suit by African American Farmers

STATISTICS ON CLAIMS
Aptil 6, 2005

Claims reviewed under Consent Decree |22,370 _
[CIaims accepted by | Facilitator for processing in Track A 22,223
lInformation from USDA submitted to Adjudicator . 22,188

|Information from USDA not yet submitted to Adjudicator |[35
i

ICIaims accepted by Facilit-;’;ltor for processing in Track B 182

Iibims rejected by Facilitator for processing (not class 1.065
member) L !

IIrack A: L

lAdjudicator's determinations  completed 22,190
[Rulings against claimant L 18,307 (39%)

IRuIings in-favor of claimant 13,883(63%)

Eligible to receive $50,000 payment from Department of
Justice - 13,661

$50,000 payments made to claimant by Department of
ustice 13,543

i

Total amount paid $677,150,000

Claimants with loans identified for cancellation 1322

Total number of loans 3,474
Claimants with loans identified for cancellation which still 225
had a balance owed .

Total number of loans 459

Claimants whose loans were cancelled 486
Total amount cancelled $20,253,961.70
ICIaimants who received an offset refund 68

http://www.usda.gov/cr/OCR/Pigford/status.htm 4/20/2005
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|| Total amount refunded ||$265,676.55

USDA Home | Department's Quality of Information Guidelines | Accessibility Statement | USDA Privacy Policy |
(o] f Civil Rights Intranet site | Non-Discrimination Statement

We welcome your comments and suggestions about these pages. Please direct them to CRWebmaster

http://www.usda.gov/cr/OCR/Pigford/status.htm 4/20/2005
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<Customer Name and Address>
Dear <First Name>:

Thank you for choosing <Agency Name> and Crop1 to service your crop insurance needs for
2005. We are excited to be able to offer your farming operation real savings with the Crop1
Premium Discount Plan (PDP).

We belicve in the PDP plan, and have proof that thousands of producers, like yourself, want to
see us continue the program. The USDA and FCIC have proposed a new Rule which allows you
to continue to buy FCIC crop insurance at reduced costs. Ifthe Rule fails, Crop1’s PDP could be
eliminated and the price you pay for FCIC crop insurance wilt gO up. Attached is morc

information aggut'how we can be proactive and save PDP. Please note, though, we ouly have
until April 25" to respond.

Would you please email RMA, at RMA PRP@rma.usda gov ASAP to explain how PDP has
saved you money and that you want to see it continued. As an added bonus, if you respond by
email with a copy to Crop1 at (sales@croplinsurance.com), we will mail you a free pair of
leather work gloves. :

For those of you who do not have access to email, please feel free to mail your comments to:
Director, Reinsurance Services, RMA, USDA,
1400 Independence Avenue, SW, Mailbox 0805
Washington, DC 20250
Again, if you send Crop!l a copy of your letter, we will mail you a free pair of leather work
gloves. Don’t hesitate to contact us at <phone number> with questions. We look forward to
hearing from you and having the opportunity to offer PDP in the future.

Thank you in advance for your assistance,
<Agency’s Name>
and

Crop! Insurance

Enclosuses

4532 114th Street - Des Moines, Iown 50322
phono BE6-T65-0552 loll free)  Tax 866-765-0553 (toll free) WWW.Gropl insunmee.com
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1. Introduce yourself ../ Wwith anewers to questions Gie how nany asres you tany,
what amcga you grow and what instrance products and level of coverage you
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FINAL RESOLUTION

Premium Reduction Plan Resolution, Exhibit No. 2772

WHEREAS, on October 28, 2004, the Board adopted a resolution to publish an advanced
notice of proposed rulemaking seeking advice of the public on issues related to Premium
Reduction Plans;

WHEREAS, the Risk Management Agency (RMA) has conducted further review, since
the October 28, 2004, Board meeting, of the manner in which the Premium Reduction
Plan requirements should be reviewed and modified and now recommends that RMA
immediately proceed with notice and comment rulemaking on this matter;

WHEREAS, Notice and comment rulemaking would give the public a better opportunity
to provide comments and analysis in the development of the Premium Reduction Plan
requirements if it is given the opportunity to comment on a proposed rule;

THEREFORE RESOLVED, that the resolution adopted by the Board on October 28,
2004, Exhibit No. 2769, regarding issues related to proposed Premium Reduction Plans
be rescinded and that the Board adopt the following resolution in its place:

“WHEREAS, Issues have been raised regarding the legality of the current Premium
Reduction Plan procedures;

WHEREAS, Issues have been raised regarding the effect of the Premium Reduction Plan
on the crop insurance delivery system;

WHEREAS, Issues have been raised regarding the effect of the Premium Reduction Plan
on all farmers including small, minority, and limited resource farmers.

WHEREAS, Issues have been raised regarding the equity of the Premium Reduction Plan
procedures as they apply to small and large approved insurance providers; and

WHEREAS, Implementation issues have been raised by the new submissions that were
not contemplated when the procedures were drafted;

THEREFORE, RESOLVED THAT the Board now directs the Federal Crop Insurance

Corporation (FCIC) to publish a Proposed and Final Rule to address the above stated and
other issues as identified by FCIC, as expeditiously as possible.”

Adopted by the Board of Directors on: 11/19/04



/[signed/ 11/19/04
Byron Anderson Date
Secretary

Federal Crop Insurance Corporation

[SEAL]
Approved by:
/signed/ 11/19/04
Keith Collins Date

Chairman of the Board
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05:48pm  From~SHERRY WEGNER AGENCY +19162830608

SHERRY WEGNER AGENCY/GLASSCOCK BRANCH

CROP YEAR 2004

TOTAL MPCI SALES $1,297,332.00
TOTAL MPCI COMMISSION $154,047.28
TOTAL GROSS"EXPENSE $135,327.00
Less expenses not related to MPCI -85,837.47
Sales & Service ‘

NET COST OF MPCI SERVICE . $49,489.59

NUMBER OF MPCI POLICIES = 165

AVERAGE COST OF SERVICING AN MPCI POLICY

49,489.59 / 165= $299.93

T-829  P.002/004 - F-755
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2004 Agency Commission Register : | 41212005
For FCIC Accounting Cutoff: March 11, 2005 ' : Page 2
Sherry Wegner Agency - Glasscock (481490)

Detalls for Sharry Wagner Agency « Glasscock (481490) . ,
: , Comm Base Prod Paymts/ Total -Due-
Pollcy County Crop/Plan Rate Pram Prem

Faas Int Loss Cr Comm Comm Advance

.@QgN 1400 1280 1,280 D 000 128000 17920 17920 0.0

COTT! 14.00 361 361 0 000 384.00 50.54 50.54 00

COTTON \_14.00 0 0.00 80D.00 11200 112,00 0.00

. : " COTTON 0 000 0.00

), COTTON 0 000 0.00

: @ /F ﬂ . COTTEN 0 000 0.00
' _ COTTON 0 000 0.00
COTTON 0 0.0 702 0.00

COTTON 0 20.00  108.00  108.00 0.00

361.00 §0.54 50.54 0.00

L © COTTON 1400 361 361
: 7 COTTON  44.00 120 120 0 12000  16.80  16.80 0,00
: COTTON 1400 120 120 0 00 16,80 16.80 0.00
.COTTON 1400 - 0 000 . §0.40 5040 0.00
COTTON 1400 972 0. 000 136.08 0.00
COTTON'  14.00 182 0 0.0 22.68 22.68 0.00
14,136 14,136 0 0.00 14,136.00 0.00
00 ‘96 g6 0 000 95.00 0.00
14.00 396 398 © 0 0.0 396.00 : ; 0.00
14.00 §52 652 0 000 - 55200 7728 77.28 0.00
- . 1400 810 810 0" 000 ° 85000 11340 11340
: ‘ COTTON 1400 80 90 ___ 0 000 __95q0 1260 12.60 0,00
—— WHEAT-CRC 12.00 003 a70 30 0.00 40000 10836 108.36 0.00
1Y) 00 (R WHEAT-CRC 1200 6333 2506 30 153  2627.53 75080 75996,  0.00
~ WHEAT-CRG 12.00 20421 8372 30 000 840200 2450.52 245052 0.00
' WHEAT-AFH. 1400 -340 - 122 30 0.0 162.00  47.60 47.60 0.00
WHEAT-APH 1400 1,687 €07 30 0.0 637.00 238618 23618 0.00
WHEAT-APH 14.00 1,552 659 30 7.36 59636  217.28  217.28 0.00
'WHEAT-APH 14.00 01 a3 30 0.00 €3.00 12.74 12,74 0.00
WHEAT-APH 14.00 201 08 30 029, 135.29 40.74 40,74 0.00
+WHEAT-CRC 1200 2,268 ‘816 30  0.00 84600 27216 27216 .00
WHEAT-APH 14.00 342 123 30 0.0 153.00 47.88 47.88 0.00
WHEAT-APH 14.00 -4 15 30 056 45.56 5.74 " 5.74 0.00
WHEAT-CRC 12.00 1,818 745 30 . 0,00 77500 21792 21792 0.00
YWHEAT-APH 1400 1509 543 30 0.00 §73.00  211.26 21128 0.00
COTTN-CRC 12.00 8624 - 2860 30 000 289900 104328 1,043.28 0.00 -
COTTN-CRC 1200 = 936 309 30 000 339.00 11232 11232 0.00
COTTN-CRC 1200 10,757 3550 30 0.00 358000 1290.84 1,200.84 0.00
COTTN-CRC 12.00 2,352 - 776 30 20.18 826.16 282.24 282,24 0.00
GSORG-CRC 12,00 856 | 283 I M7 324,73 102.80 102.60 0.00
COTTN-CRC 1200 5319 = 1915 30 2431 196931 63828 63828 000
COTTN-CRC 12,00 20,675 7443 30 0.00 747300 2481.00 2,481.00 0.00
COTTN-CRC 12.00 51,274 18,450 30 5231 1854131 615288 6,152.88 0.00
COTTN-CRC 1200 .6882 2481 30 Q00 251100 827.04  827.04 0.00
COTTN-CRC 12.00 2,373 783 30  €.00 81300 28476  284.76 0.00
COTTN-CRC 12.00 1,785 842 30 000 67200 21420 21420 0.00
- COTTN-CRC- 12.00 1,785 842 30 000 67200 21420 21420 0.00
COTTN-CRC 12.00 2,384 700 30 30,78 86075  287.28  287.28 0.00
COTTN-CRC 1200 1677 553 30 0.0 583.00 20124  201.24 0.00
GSORG-CRC 12.00 . 545 179 30  0.00 209.00 85.40 65.40 0.00
COTTN-CRC 12,00 4452 1,603 30 000 183300 53424 53424 0.00
COTTN-CRC 12.00 432 143 30 - 0.00 173.00 51.84 51.84 0.00

COTTN-CRC 12.00 49 18 30 0.00 46.00 5.88 . 588 0.00
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2004 Agency Commission Register 412/2005
For FCIC Accounting Cutoff: March 11, 2005 Page3
Sherry Wegner Agency - Glasscock (481490)
Details for Sherry Wegner Agency - Glasscock (481490)
: ' Comm Base Prod Paymts/ Total -Due- »
Pollcy County  Crop/Plan Rate Prem Prem Fees Int Loss Cr Comm Comm Advance
GSORG-CRC 12.00 24 8 30 0.00 38.00 2.88 2.88 0.00 -
COTTN-CRC 12.00 99 33 30 0.00 63.00 11.88 11.88 0.00
~ GSORG-CRC 12.00 115 38 30 0.00 68.00 13.80 ~13.80 0.00
t COTTN-CRC 12.00 27,225 8,984 30 0.00 9,014.00 3,267.00 3,267.00 0.00
COTTN-CRC 12.00 1,858 613 30 0.00 - 643.00 222.96 222.96 0.00
f COTTN-CRC 12.00 675 223 30 0.00 253.00 81.00 81.00 0.00
COTTN-CRC 12.00 1,329 545 30 0.00 575.00 159.48  .159.48 0.00
COTTN-CRC 12.00 3,756 1240 - 30 1588 - 1,285.88 450.72 450.72 0.00
GSORG-CRC 12.00 56 18 30 1.20 49.20 6.72 6.72 0.00
\COTTN-CRC 12.00 2,619 865 30 2238 917.38 314.28 314.28 0.00:
GSORG-CRC 12.00 76 25 30 2,07 57.07 9.12 - 912 0.00
COTTN-CRC 12.00 4,240 1,399 . 30 0.00 1,429.00 508.80 508:80 0.00
FCOTTN-CRC 12.00 17,383 5,737 30 72,09 5,839.09 2,085.96 2,085.96 0.00
GSORG-CRC 12.00 332 110 30 3.50 - 143.50 39.84 39.84 0.00
COTTN-CRC 12.00 4,767 1,716 30 0.00 1,746.00 572.04 572.04 . 0.00
COTTN-CRC 12.00 1,314 434 30 0.00 464.00 157.68  157.68 0.00
: COTTN-CRC 12.00 1,314 434 30 0.00 464.00 157.68 157.68 0.00
COTTN-CRC 12.00 1,942 641 . 30 0.00 671.00 233.04 233.04 0.00
COTTN-CRC 12.00 9,267 13,336 30 0.00 3,366.00 1,112.04 1,112.04 0.00
€ COTTN-CRC 12.00 199 66 30 0.00 96.00 23.88 .23.88 0.00
GSORG-CRC 12.00 93 1 30 0.00 61.00 1116 1116 0.00
1 COTTN-CRC 12.00 2,806 1,010 30 0.00  1,040.00 - 336.72  336.72 0.00
COTTN-CRC 12.00° 1,269 419 30 0.00 449.00 152.28 152.28 0.00
COTTN-CRC 12.00 702 232 30 0.00 262.00 8424 8424  0.00
COTTN-CRC 12.00 17,018 6,126 30 76.95 6,232.95 2,042.16 2,042.16 0.00
COTTN-CRC 12.00 3,067 . 1,100 30 2826 1,158.26 366.84 -366.84 0.00
COTTN-CRC 12,00 10,310 - 3,712 .30 93.56 3,83556 1,237.20 1,237.20 0.00
COTTN-CRC 12.00 2,195 790 30 2050 84050 263.40 26340  0.00
COTTN-CRC 12.00 3,166 1,045 30 0.00 1,075.00 379.92 .379.92 0.00
JCOTTN-CRC 12.00 52,134 17,203 30 0.00 17,233.00 6,256.08 6,256.08 0.00
COTTN-CRC 12.00 16,6561 5,495 30 0.00 5,525.00 1,998.12 1,998.12 0.00
»COTTN-APH 5.00 4,514 0 100 3.75 103.75 22570 - 225.70 0.00
- COTTN-CRC 12.00 24,143 7,968 30 0.00 7,098.00 2,807.16 2,897.16 0.00
GSORG-CRC 12.00 518 S m 30 0.00 201.00 62.16 62.16 0.00
COTTN-APH 5.00 511 0 100 0.00 100.00 25.55 25.55 0.00
GSORG-CRC 12.00 86 28 30 0.00 58.00 10.32 .10.32 0.00
COTTN-CRC 12.00 14,813 5,333 30 0.00 5,363.00 1,777.56 1,777.56 0.00
COTTN-CRC 12.00 21,648 7.793 30 0.00 7.823.00 2,597.76 2,597.76 0.00.
1 COTTN-CRC 12,00 107 35 30 0.00 65.00 12.84 12.84 0.00
COTTN-CRC 12.00 3,392 1,221 30 0.00 1,251.00 407.04  407.04 0.00
COTTN-CRC 12.00 6,129 2,206 30 0.00 2,236.00 735.48 735.48 0.00
COTTN-CRC 12.00 13,433 4,836 30 0.00 4,866.00 1,611.96 1,611.96 0.00
FCOTTN-CRC 12.00 1,404 " 463 30 6.16 499.16 16848  -168.48 0.00
GSORG-CRC 12.00 69 23 30 1.32 54.32 8.28 - 8.28 0.00
COTTN-CRC 12.00 7,061 2,330 30 0.00  .2,360.00 847.32 847.32 0.00
COTTN-CRC 12.00 468 155 30 2.31 187.31 56.16 .56.16 0.00
GSORG-CRC 12.00 23 8 30 0.96 38.96 2,76 2.76 0.00
COTTN-CRC 12.00 44,548 14,700 30 0.00 14,730.00 5,345.76 5,345.76 0.00
GSORG-CRC 12.00 189 62 30 0.00 92.00 22.68 22.68 0.00
COTTN-APH - 5.00 8,475 0 100 0.00 100.00 423.75 423.75 0.00
GSORG-APH 5.00 37 -0 100 0.00 100.00 1.85 1.85 0.00
. COTTN-CRC 12.00 - 407 134 30 0.00 164.00 48.84 48.84 0.00



2004 Agency Commission Register

4/12/2005

For FCIC Accounting Cutoff: March 11, 2005 Page 4

Sherry Wegner Agency - Glasscock (481490)

Details for Sherry Wegner Agency - Glasscock (481490)

Comm Base Prod Paymts/ Total -Due-

Policy County  Crop/Plan Rate Prem Prem Fees Int Loss Cr Comm Comm Advance
COTTN-CRC 12.00 407 134 30 0.00 164.00 48.84 48.84 0.00
COTTN-CRC 12.00 435 156 30 0.00 186.00 5220 = 5220 0.00
COTTN-CRC 12.00 3,193 1,149 30 0.00 1,179.00 383.16 383.16 0.00

" COTTN-CRC 12.00 435 156 30 4.66 190.66 52.20 52.20 0.00
COTTN-CRC 12.00 58,566 21,084 30 0.00 21,114.00 7,027.92 7,027.92 0.00
’ COTTN-CRC 12.00 14,093 4,652 30 0.00 4,682.00 1,691.16 1,691.16 0.00
COTTN-CRC 12.00 14,354 4,738 30 0.00 4,768.00 1,722.48 1,722.48 0.00
COTTN-CRC 12.00 3,261 1,174 - 30 0.00 - 1,204.00 391.32  391.32 0.00
RCOTTN-CRC 12.00 8,301 2,739 30 138.44 2,907.44 996.12 996.12 0.00
COTTN-CRC 12.00 . 761 274 30 0.00 304.00 91.32 - 91.32 0.00
COTTN-CRC 12.00 36,393 12,009 30 0.00 12,039.00 4,367.16 4,367.16 0.00
COTTN-CRC 12.00 1,210, 399 30 0.00 429.00 145.20 14520 0.00
COTTN-CRC 12.00 435 156 30 0,00 186.00 52.20 52.20 0.00 -
+ COTTN-APH 500 16,677 -0 100 0.00 - 100.00 833.85 833.85 0.00
Y COTTN-CRC 12.00 72,558 29,749 30 000 29,779.00 8,706.96 8,706.96 0.00
COTTN-CRC 12.00 2,902 958 30 0.00 988.00 348.24 348.24 0.00
COTTN-CRC 12.00 2,861 944 300 0.00 97400 343.32 . 343.32 0.00
COTTN-CRC 12.00 2,727 900 - 30 0.00 930.00 327.24 327.24 0.00
COTTN-CRC 12.00 23,957 7,906 30 0.00 7,936.00 2,874.84 2,874.84 0.00
- COTTN-CRC 12.00 7,905 2,608 30 0.00 2,638.00 948.60 948.60 0.00
COTTN-CRC 12.00 34,330 11,329 30 0.00 11,359.00 4,119.60 4,119.60 0.00
COTTN-CRC 12.00 37 12 30 0.00 42,00 4.44 4.44 0.00
COTTN-CRC 12.00 4,683 . 1,920 30 0.00- ~ 1,950.00 561.96 561.06 0.00
GSORG-CRC 12.00 144 |52 30 0.00 82.00 1728 - 17.28 0.00
\COTTN-CRC 12.00 41,805 17,138 - 30 21460 17,38260 5,016.60 '5,016.60 0.00
COTTN-CRC 12.00 64 . 26 30  0.00 56.00 7.68 -7.68 0.00
COTTN-CRC 12.00 37 - 12 .30 0.00 42,00 4.44 4.44 0.00
(COTTN-CRC 12.00 7,725 2,549 30 000  2,579.00 927.00 927.00 0.00
COTTN-CRC 12.00 37 12 30 0.00 42.00 444 - 4.44 0.00
(COTTN-CRC 12.00 1,693 559 30 0.00 589.00 203.16 . 203.16 0.00
GSORG-CRC 12.00 114 38 30 0.00 68.00 13.68 13.68 0.00
COTTN-APH 5.00 1,625 0 100 0.00 100.00 76.25 -76.25 0.00
. COTTN-APH 5.00 2,107 0 100. 0.00 100.00 105.35 105.35 0.00
COTTN-CRC 12.00 28,048 9,255. 30 232,12 9,617.12 3,365.76 3,365.76 0.00
GSORG-CRC 12.00 642 212 30 9.09 251.09 77.04 77.04 0.00
-COTTN-CRC 12.00 28,686 9,467 30 0.00 9,497.00 3,442.32 3,442.32 0.00
COTTN-CRC 12.00 1,723 620 30 1743 667.43 206.76  -206.76 0.00°
COTTN-CRC 12.00 11,509 3,707 30 0.00 3,827.00 1,381.08 1,381.08 0.00
COTTN-CRC 12.00 5,617 1,853 30 0.00 1,883.00 674.04 674.04 0.00
. GSORG-CRC 12.00 63 21 30 0.00 51.00 7.56 "7.56 0.00
' COTTN-CRC 12.00 3,011 994 30 0.00 1,024.00 361.32 - 361.32 0.00
COTTN-CRC 12.00 = 2,000 720 30 0.00 750.00 240.00  -240.00 0.00
COTTN-APH 5.00 4,883 0 100 0.00 100.00 24415 24415 0.00
COTTN-CRC 12.00 35,229 12,682 30 000 12,712.00 422748 4227.48 0.00
COTTN-CRC 12.00 68,182 27,955 30 0.00 27,985.00 8,181.84 8,181.84 0.00
WHEAT-APH 14.00 4 2 30 0.00 32.00 0.56 ' 0.56 0.00
WHEAT-APH 14.00 4 2 30 0.00 32.00 0.56 .0.56 0.00
WHEAT-APH 14.00 754 272 30 0.00 302.00 10556 - 105.56 0.00
'WHEAT-APH 14.00 45 16 30 0.00 46.00 "6.30 6.30 0.00
WHEAT-CRC '12.00 52 21 30 0.00 51.00 6.24 -6.24 0.00
WHEAT-APH 14.00 3,521 1,268 30 0.00 1,298.00 49294 49294 0.00
WHEAT-APH 14.00 224 81 30 0.00 31.36 . 31.36 0.00

73

111.00
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2004 Agency Commission Register 4nz/z00s
For FCIG Accounting Cutoff: -March 11, 2006 | Page &
Sherry Wagner Agency - Glasscock (481490)
Detalls for Sharry Wegner Agency - Glasscock (481490)
o v Comm - Baze  Prod _ Paymts/ Total -Due-
Policy County  Crop/Plan Rate Prem  Prem Fees Int LossCr - Comm Comm Advance
WHEAT-CRC 12,00 784 326 30 - 0.00 85600 9528 9528 0.00
WHEAT-CRC 12.00 850 a0 30  0.00 336.00 10200  102.00 0.00
WHEAT-APH 14.00 224 81 30 0.0 111.00 3136 31.36 0.00
WHEAT-APH 14.00. 4 .2 30 000 3200 056 056 0.0
WHEAT-APH 14.00 224 81 30 0.0 111,00 31.36 3136 0.00
WHEAT-APH 14.00 2,484 894 30 000 92400  IT.76  347.76 0.00
WHEAT-APH 1400 8378 3,014 30 000 304400 117222 1172.22 0.00
WHEAT-APH 1400 16403 5805 30 000 593500 220642 2,206.42 0.00
WHEAT-APH 1400+ 177 64 30 000 9400 2478 2478 0.00
WHEAT-APH 14.00 2,278 834 30 0.0 96400 31882  318.92 0.00
WHEAT-APH 1400 171 62 30 0.0 9200 2384 2384 0.00
WHEAT-APH 14.00 328 135 30 000 16500 4582 . 45.92 0.00
WHEAT-APH 14.00 1,699 561 30 ' 0.0 §91.00  237.868  237.86 0.00
WHEAT-APH 1400 4410 1,808 30 000  1,838.00 61740  617.40 0.00
WHEAT-CRC 12.00 2381 - 977 30 000 100700 28572  285.72 0.00 .
WHEAT-APH 14,00 - 8084 - 3314 30 451 334851 143176 1,131.76  0.00
WHEAT-APH. 14.00 28 10 30 0.00 40.00 3.92 392 000
WHEAT-APH 14.00 34 12 30 000 42,00 4.76 476 0.0
WHEAT-APH 14.00 61 20 30 0.0 50.00 8.54 8.54 10.00
WHEAT-APH 14.00 508 167 30 000  197.00 71.12 42 000
COTTN-CRC 1200 7405 2444 30 - €1.86 253586 88860  888.60 0.00
COTTN-CRC 12.00 8411 2,776 30 7016 287616 100932 1,008.32 0.00
;COTTN-CRC 1200 &7 19 30 0.0 49.00 6.64 6.84 0.00 .
GSORG-CRC 1200 = 18 6 a 0.0 36.00 2.16 2.16 10.00
iCOTTN-APH 600 559 0 100 0.0 400.00 2795  27.95 0.00
COTTN-CRC 1200 8760 3592 30 8056 371256 1051.20 1,051.20 0.00
COTTN-CRC 12.00 144937 52,98 30  0.00 5222800 17,399.64 17,390.84 0.00
COTIN-CRC 1200 - 7235 2605 30 000 263500 86820 86820 ' 0.00 °
COTTN-CRC 12.00 7.235 2605 . 30 000 2,835.,00 868.20 868,20 0.00
COTTN-CRG 12.00 2,405 865 30 000 - 806500  288.60  288.60 0.00
- REV: 1,202,149 420,277 3,750 1,326.85 434,353.85 144,257.88 144,257.88 0.00
MPCI: 55895 20,812 930 1272 2176472 782530 7,826.30 0.00
CAT: 99,288 0 900 375 903.75 1,964.40 1.964.40

000
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Examples of RMA’s Regulatory Excess

Additional Paperwork and Regulatory Burdens Are Making the Program More
Difficult and Expensive to Deliver

Problem definition: To implement the Federal Crop Insurance Act — which includes
provisions intending to help control, reduce and eliminate fraud, waste, and abuse in and
of the crop insurance program — RMA, working with the authority granted by the FCIC,
has developed and finalized certain critical changes to the Basic Provisions for the 2005
crop insurance year. In addition, RMA made other regulatory changes in the new
Standard Reinsurance Agreement (SRA) that was adopted in 2004.

While no one condones fraud, waste, and abuse, some of the regulations adopted by
RMA are excessively rigid and can result in punitive damages. For example, some of
the changes do not adequately allow for or accommodate common, unintended
mistakes and errors of data entry by either farmers or agents and companies, even
when there is no adverse pattern of practice. Nonetheless, under the new provisions,
these everyday innocent clerical mistakes would result in substantial penalties at claim
filing. The implementation and administration of these regulations, especially after the
changes made in 2004, are reaching the point of being overly burdensome and wasteful.
Industry resources, both human and capital, are already stressed as a result of the
increasing complexity of the insurance program of crop and livestock enterprise risk
management. Additionally, the changes establish a discriminatory relationship between
USDA agencies regarding the treatment of farmers. For example, reporting errors in the
Farm Service Agency (FSA) records, when discovered, are simply corrected. However,
reporting errors in RMA records are not correctable in some instances and penalties can
be assessed. This development is occurring in spite of the fact that ARPA called for
greater cooperation and reporting and record consistency between the two agencies.

Problem impact: As a result of these regulations, farmers can lose significant amounts of
insurance coverage even when there is no intent to commit fraud, waste or abuse. This
will cause immediate financial harm and there will be a reduction in confidence in and
acceptance of the risk management program by farmers and their lenders.

Farmers have more and more crop insurance options; farmer use of insurance for risk
management has grown, often with the encouragement or insistence of lenders, who have
advocated insurance coverage as a form of loan protection. An uncertain financial
situation results if planned coverage does not materialize when needed because of
extreme penalties resulting from inadvertent and unintentional errors on the insurance
policy. Loan collateral will have changed which changes the relative position of lenders;
this creates a very uncertain financial situation.

In the meantime, valuable industry resources in terms of both time and money will be
consumed, some would say wasted, implementing excessive, burdensome and
cumbersome regulations that are, in many respects, draconian in nature or simply silly.
At the very least, these regulatory changes to the Basic Provisions are likely to constrain



further expansion of the program as a risk management tool, if not serve to actually
reduce the incidence of its use. It is a concern that these problematic changes have been
made in spite of an overwhelming number of industry comments describing the potential
negative impact and related shortcomings.

Problem examples: The following examples are presented to illustrate how key changes
made by RMA will impact insured farmers. The concerns arise from the inability, as set
forth in regulation, for either the insured (farmers) or the agent and company to correct a
policy record at the time of the discovery of an error, whenever that occurs, in order to
keep the coverage in effect, as originally contracted, to provide the risk protection as
originally planned. A complicating factor is that in certain instances RMA uses earlier
reporting dates than does FSA.

1. Entity Reporting Requirement—the recording of a farm name and farm ownership
structure (individual, partnership, or corporation).

RMA Rule: An error in reporting an entity’s ownership type or tax identification
number will result in reduction of A&O reimbursement if not corrected by the sales
closing date and voidance of the policy if not corrected by the acreage reporting date.

Concern: A reduction in the A&O reimbursement for misreporting the entity type or tax
identification number that is corrected more than 30 days after the sales closing date but
prior to the acreage reporting date would result in penalizing the insurance provider and
the agent — even if the error was made by the insured. This is treating the insurance
provider and ultimately the insurance agent unfairly for incorrect information that is
beyond their control.

RMA Rule: A policy shall be voided if the entity type or tax identification number is
discovered to be incorrect after the acreage reporting date.

Potential effect of the penalty for errors in reporting tax identification numbers:

Example 1: Applicant is in the insurance agent’s office and realizes that he does
not have his wife’s Social Security number with him. He calls home and she
gives it to him over the phone. He writes it down on the Substantial Beneficial
Interest (SBI) reporting form and transposes two numbers. His wife does not
notice that the 1 and the 7 are reversed when she reviews the policy paperwork.
They have a loss on the policy and it would be voided because her tax
identification number contained a simple and explainable error.

While there is an opportunity to correct an “obvious” transposition of numbers, the
definition of obvious is not known nor is it known who makes this decision. In all
likelihood, the transposition of digits that make up a social security number will not be
identified as an obvious error for a very obvious reason—the correct order will simply
not be known thus a visual inspection can not detect an incorrect ordering.



There is also no allowance for a data entry error, such as mistaking a “3” for an “8”, if it
is not corrected by the Acreage Reporting Date.

Example 2: Robert has the Power of Attorney to do crop insurance business for
his aunt who is in a nursing home. Six years ago he applied for crop insurance for
his aunt and provided her Social Security number as required. The number has
been masked on nearly all paperwork for privacy reasons. In 2005, there is a loss
for the first time on the aunt’s policy. It is discovered at loss time that the Social
Security number for the aunt was entered wrong by the insurance company and
went unnoticed by Robert. There is no coverage in place because the policy is
considered void as a result of an error in the TIN.

Concern: Voiding a policy is far too severe a penalty unless the misreporting was
intentional and part of a pattern of practice.

It would seem more reasonable to identify intention for the purposes of assigning
penalties by determining whether there is a potential gain due to the misreporting of
information.

Losing insurance coverage due to an innocent reporting error may result in a farmer being
unable to stay in business. This result will create a public relations problem for crop
insurance and FCIC, and it would certainly weaken the safety net the crop insurance
program provides for our agricultural economy. The seemingly arbitrary penalties could
cause lenders to rethink their current increasing use of crop insurance as collateral. Also,
this experience will increase agent’s E&O exposure.

2. Substantial Beneficial Interest (SBI) Reporting Requirement—recording of
persons who have a 10 percent or greater interest in the insured entity.

RMA Rule: Not reporting a person who is an SBI of an insured entity will result in one
of two penalties depending on the status of that person.

First, failing to report a person who is an SBI and eligible for crop insurance under the
Act will result in the insurable interest for the entity being reduced by the share of the
unreported person.

Beginning in 2005, each person with an SBI, due to direct or indirect ownership, must be
reported. For example, assume XYZ Corporation is an insured entity and reports 100
percent interest in the insured crop. Further, assume XYZ Corporation is 50 percent
owned by Partnership A and 50 percent owned by Partnership B. Partnership A is owned
50 percent each by Adam and Fred. Partnership B is owned 50 percent each by Bob and
Mary. Under the 2005 Basic Provisions, both partnerships (A&B) and all four of the
individuals (Adam, Fred, Bob and Mary) who own the partnerships must be listed in the
SBI. In this example, each of the four individuals own a 25 percent indirect interest in
XYZ Corporation, therefore all four are said to be an SBI. The new RMA rule says that
if an SBI is not reported, the insured share of the entity (XYZ Corp) must be reduced by



the amount of the share of the unreported SBI. Thus, failing to report Adam, Fred, Bob
and Mary, even though the two partnerships A and B are reported, would result in a 100
percent reduction — the total of the unreported indirect shares of Adam, Fred, Bob and
Mary. In this example, XYZ Corporation would have zero insurance coverage.

It is not reasonable to reduce coverage to zero if it can be established that there was no
potential gain for any of the parties based on the failure to report the entities within the
entity.

Second, failing to report a person who is an SBI and ineligible for crop insurance under
the Act will result in voidance of the policy for the corporation no matter how many SBIs
there are or how many of them are eligible for crop insurance.

Concern: This rule will be easily misunderstood by farmers, creating a substantial
number of opportunities for errors that will result in significant penalties and negative
public opinion. Unintentional omissions of entities reduce or void the coverage.

3. Excessive Yields Reporting Requirement—the reporting of actual yields either two
and one-half times or four times greater than the “T” yield.

RMA Rule: Any actual yield that is considered to be an excessive yield, as defined by
the procedure, must be submitted to RMA for approval before it can be reported as the
effective yield for that year.

If the RMA reviewer determines the records provided as proof of the yield by the insured
are unacceptable, the approved yield will be removed and all the actual yields reported
for that crop and county that year will be removed and replaced with an assigned yield.
In addition, all optional units will be combined into basic units.

However, if the records are acceptable but the RMA reviewer determines the insured did
not provide adequate evidence or proof as to why the unit produced a yield much higher
than other units on the policy or surrounding farms, the high yield may be denied. In this
event, the excessive yield is removed and replaced with a simple average of the APH
yield from the other units of the crop on the policy.

Concern: It is very difficult for an RMA reviewer to be knowledgeable enough about
growing conditions and farming practices throughout the United States to arrive at an
informed conclusion as to the acceptability and reasonableness of actual production
records.

Insurance providers in the area would be a much better source of review and
recommendation as to the unit’s ability to have produced the yield in a given year and
area. Furthermore, the process as it is today seems to conflict with the spirit of the APH
procedure which is designed to cover each individual insured, by unit, based on his or her
actual yields. The current process unfortunately penalizes insureds that are carrying out



new or improved cultural practices simply because the reviewers do not know if the unit
actually produced the reported yield.

4. Inconsistent Yields

The 2005 Basic Provisions define an inconsistent yield as an APH that is 115 percent
greater than the simple average of the other APH yields from all other units of the same
crop (same practice, type, variety and map area) in the same county. If a database has an
inconsistent APH and either the acreage planted exceeds 400 percent of the simple
average of acres reported on the APH database or the acreage in the APH database
includes two or more years in which the acreage in the APH database is less than 10
percent of the current years planted acreage, the inconsistent APH will be replaced for the
current crop year for purposes of establishing the guarantee and premium rate. To
replace the APH yield, a simple average of all other APH yields from the county/crop of
the same P/T/V/TMAP will be used in its place.

Concern: The problem with this rule is that yield verifiers for the insurance provider
will not know if acreage tolerances are triggered until after the acres are reported for the
current year. Typically the APH yield is updated and an Approved APH Yield is issued
to the insured prior to the acreage being reported and usually prior to planting. Once the
Approved APH Yield is known, the per acre guarantee and the coverage per acre can be
calculated. Farmers make marketing decisions based on their expected insurance
protection. Also, many agricultural lenders use this information to determine the amount
of collateral the crop insurance policy represents for lending purposes. This provision,
although seemingly targeted at program abuse, could result in more bad public relations
with farmers and farm lenders.

5. Indemnity Reduction Factor

RMA Rule: The indemnity reduction factor will be used to reduce an indemnity on a
unit if information provided by the insured is found to be incorrect and, when corrected,
the liability changes by more than 10 percent. The indemnity payable on the unit, if any,
will be reduced by the amount of change in excess of 10 percent.

Potential effect of the penalty for misreporting liability by more than 10 percent [Basic
Provisions for MPCI 6. (g)(2)]:

Example 1: Producer had 100 percent interest in the crop in section 1 in 2004. In
2005 he decides to have his two grandsons farm section 1 for him for a share of
the crop. Each grandson insures the crop on his own policy showing a 33.3
percent interest. On the acreage report, the grandfather reports his acres but he
overlooks adjusting his percent of share down to 33.3 percent. Because he has
over-reported by 200 percent and there is only a 10 percent tolerance for
misreporting liability, the grandfather’s penalty in the event of a loss is that he
gets nothing. The calculations result in a 190 percent reduction to his loss
payment. Under the previous rules the grandfather’s share would have been



reduced to his actual share when a loss was calculated. The grandfather has
nothing to gain by over-reporting his share — in fact, if there is no loss and it goes
unnoticed, he would overpay premium.

Example 2: Producer had 50 percent share in the crop last year as a share rent
arrangement. In 2005 she is cash renting the ground from the landlord and will
have 100 percent interest in the crop. She reports the acres on her acreage report
but overlooks increasing her percent of share from 50 percent to 100 percent. In
the past, if there was a loss she would be paid for only 50 percent of her share (the
lesser of what was reported or what her actual interest was). In the case of a loss
in 2005, she would be paid only 60 percent of the indemnity for the 50 percent
reported share. She has reported half her actual liability, which is a misreporting
of 50 percent. She is 40 percent over the 10 percent tolerance; so her indemnity
(which is calculated at the 50 percent share she reported, not her actual 100
percent interest) would be further reduced by 40 percent as a penalty for her error.
If her loss at 100 percent was $25,000, her indemnity would first be reduced to
$12,500 because she only reported her share to be 50 percent. (This seems fair
because she would only have paid 50 percent of the premium if she had not had a
loss.) However, under the 2005 provisions she also would have a further
reduction of 40 percent bringing her indemnity down to $7,500. This happens
because she forgot to adjust her percent of share on her acreage report from 50
percent to 100 percent.

Concern: Most reporting errors are discovered at the time of a loss and in most instances
the error cannot be corrected due to damage having already occurred to the crop; as a
result the liability cannot be increased.

In these instances, insureds were already being penalized under previous rules because
they were not eligible for an indemnity on the under-reported liability and any production
to count from under-reported or unreported acreage was also used as production to count
against the reported acreage.

The indemnity reduction factor required by 2005 rules that is to be applied on top of this
will likely result in the insured feeling the policy and procedures are too harsh. Insureds
will be upset with the way companies pay claims and could decide that the policy
structure is undependable — thus not really managing their risk.

Over-reporting of interest share or insured acres have never been in the best interest of
the insured. If there is a claim, the interest and acres are reduced to what is determined to
be correct during the loss adjustment. If there is not a claim, the insured overpays
premium. There were already checks and balances for both under- and over-reporting

The 2005 Basic Provisions will now applyv an indemnity reduction factor if the
corrected liability is changed by more than 10 percent and this will result in a
double penalty for the insured.




Misreporting crop share is a common reporting error. As land is purchased or cash
rented, forgetting to adjust percent of share on a unit could easily result in a 100 percent
or 200 percent reporting error. Rarely will crop share reporting errors be within the 10
percent tolerance. This would virtually void coverage on the unit. It is unlikely that there
would be an intentional misreporting of percent of share to gain some sort of advantage
that would represent fraud, waste, or abuse.

6. High Dollar Claims

RMA Rule: In Appendix IV of the SRA, it is proposed that any claim over $100,000 be
subject to an automatic review of the APH yield records for the most recent three crop
years.

Concern: This is a provision that will have a serious impact on adjusters, agents and
policyholders. At the time of a claim, this provision will be a time consuming ordeal for
adjusters and insureds. Many claims will be delayed for months to comply with this
provision. It is discriminatory to high value crops and to certain areas of the country.
Many specialty crops as well as cotton and rice would be greatly affected. It will also
discriminate against large farming operations and delay their legitimate indemnity
payments. Previous requirements for compliance reviews already addressed high dollar
losses.

RMA Rule: RMA has the discretion to act as loss adjuster on high dollar claims.

Concern: This change has caused companies to delay action on claims that could exceed
the high dollar threshold until it is known whether RMA intends to conduct loss
adjustment review. The net result is that service to the farmer is delayed.

A high dollar claim by its very nature is a sophisticated undertaking. Traditionally these
claims are worked by the most experienced members of a company’s adjustment staff.
Since RMA personnel have not been involved in loss adjustment for many years, there is
every reason to expect that their work will be less efficient than company adjusters.
Furthermore, it duplicates a service already provided by the companies. At a time when
RMA is concerned with its own budget problems, it does not seem prudent for the agency
to be taking on additional tasks which are already performed by the industry in a
satisfactory manner. Companies have every incentive to work high dollar claims with the
greatest of care — they have dollars at stake.

7. Arbitration

RMA Rule: Any ruling by arbitration can be reversed should RMA determine there is a
policy conflict.

Concern: In most cases the Basic Provisions require a farmer who disagrees with the
settlement of a claim to submit the disagreement to binding arbitration. Now, if an
arbitration ruling is made in favor of a farmer and if that ruling involves procedural



issues, RMA will have the ability to overrule the arbitrator if there was a failure to obtain
a policy interpretation from RMA. This rule creates a highly inconsistent policy and
could result in a loss of faith in the program.

8. Prevented Planted Acres

RMA Rule: Once submitted to RMA, no prevented planted acres can be changed, even
if proposed before the final acreage reporting date. Prevented planting policy rules are
very complex; to allow zero tolerance for corrections WITHIN the acreage reporting
period is extremely restrictive.

9. Acreage Report Revision

RMA Rule: Beginning with the 2005 crop year, acreage reports can no longer be revised
after the acreage reporting date.

Concern: This is a problem for perennial crops, especially. Growers both buy and sell
groves throughout the year, and corresponding additions and reductions to their policies
must be allowable in this circumstance. Also, the ability to make revisions is necessary
in the case of an honest mistake in entering the data or filling out the forms. Often these
errors are not spotted until much later, when the Summary of Coverage for the policy is
printed. Any revision made currently requires an inspection by the company verifying
both the correctness of the revision and that no loss has occurred to the crop up to that
point and prior to the revision taking place, therefore, the potential for fraud is removed.
Preventing these types of changes denies growers the protection promised by Congress
when the program was enacted.

Potential effect of the penalty for misreporting acreage:

Producer reports a 116 acre field of soybeans in section 6. He forgets to include
25 acres in another tract in the same section where he intended to plant corn, but
ended up planting soybeans. When he has a loss on the unit, the production for all
141 acres is counted, but the number of bushels he is guaranteed is determined by
the 116 he reported; this effectively penalizes him for under-reporting the number
of acres on the unit.

For 2005 he has an additional penalty because he under-reported by more than the
10 percent tolerance. He has under-reported by 17.7 percent, which is 7.7 percent
more than the tolerance, so his calculated indemnity would be reduced by 7.7
percent

10. Conflict of Interest

RMA Rule: RMA has submitted a very confusing and vague set of regulations of what
constitutes a conflict of interest. For example, if a certain company sells crop
insurance as well as other insurance products or lends money to a given farmer,



according to RMA, that is not considered to be a potential conflict of interest.
However, if a certain company sells crop insurance as well as seed products to a
given farmer, according to RMA, that is considered a potential conflict of interest.

Concern: The uncertainty about implementation and consequences of this rule are
causing companies and agencies to make drastic and unfortunate choices regarding
participation in the delivery of crop insurance.

Problem conclusion: These concerns about recent regulatory changes have been
presented to RMA and are being presented today to ask for your assistance in having
RMA modify their rules and procedures regarding the handling of misreported
information and to make other necessary clarifications. Congress, RMA, approved crop
insurance companies and crop insurance agents have all worked very hard to increase
participation and public confidence in the crop insurance program. The regulatory
changes included in this presentation are likely to result in a setback due to the harsh
treatment of common reporting errors made by farmers who reported the information in a
good-faith manner and will be offended by the treatment afforded them under the new
policy and procedures. Without immediate changes to these provisions, most likely there
will be an increase in complaints to the U.S. Department Agriculture, the Congress and
state departments of insurance across the country. Furthermore, the uncertain financial
climate created by these provisions can inflict considerable harm on the growing
reputation of the federal crop insurance program as an effective stabilizing force for farm
and rural economies. Finally, these provisions very definitely will increase E&O
exposure and increase it dramatically.
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Executive Summary

The Risk Management Agency (RMA) of the U.S. Department of Agriculture (USDA) engaged
Milliman USA (Milliman) to recommend and implement a methodology, based on insurance industry
standards, to calculate the historical rate of return attributable to the sale of multiple peril crop
insurance reinsured through the Standard Reinsurance Agreement (SRA). This engagement requires
Milliman to estimate the actual rate of return for multiple peril crop insurance (MPCI) for the
reinsurance years 1989 through 2001 at the aggregate level, as well the returns for individual
providers, funds, and years, with and without the impact of catastrophe coverage.

The rate of return on equity is the metric that is generally used to evaluate the profitability of
investment opportunities. Similarly, in a regulatory context, rate of return on equity is typically used
as the target return that a regulated entity should be permitted when setting the price for the regulated
good or service. For both purposes, the proper rate of return is understood to be the economic rate of
return on equity capital. '

As with many economic or actuarial analyses, the estimation of the actual rate of return has to
balance the objective of precision in results with practical concerns about both data availability and
the costs of implementation. Fortunately, in calculating the historical rate of return attributable to
property casualty insurance, there is fairly widespread agreement as regards the proper methodology
for measurement. The current standard in the property casualty insurance industry relies on a
methodology that decomposes the total rate of return into three components: underwriting profit,
investment income on insurance operations, and investment income on the insurer’s equity capital (or
surplus). This methodology is consistent with statutory accounting standards promulgated by the
National Association of Insurance Commissioners (NAIC) (as exemplified by the financial reporting -
contained in the insurance annual statement), as well as insurance industry sources and publications
(such as the reports published by A.M Best Co.).

In light of the work order for this engagement, we believe the standard methodology (decomposing
retumns into underwriting profit, investment income on insurance operations, and investment income
on the insurer’s equity) is appropriate for calculating the historical returns attributable to multiple
peril crop insurance. However, the somewhat unusual nature of MPCI requires that the methodology
be adapted, so as to produce results that are consistent with other lines of insurance. This is
particularly important when considering the potential profitability attributable to the expense
reimbursement provided under the SRA, as well as when allocating equity across lines of insurance.
We discuss these issues at length in the attached report.

Our report also provides estimates of returns attributable to multi peril crop insurance for individual
insurance providers. We emphasize that these estimates are based on standardized assumptions,
applied to all insurance providers, regarding the amount of equity supporting the insurance
transaction and the investment rate of return. Because actual levels of capitalization and investment
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portfolios differ across insurers, the retumns estimated here will differ from the returns reported by
individual insurance prdviders. However, we believe it is appropriate to rely on industrywide
standard assumptions for these variables, since the estimated historical rate of return is ultimately
compared to an industry average cost of capital. In order to be consistent with an industry average
cost of capital, it is reasonable to assume an industry average level of capitalization and investment
portfolio.

Turning to a very brief summary of the most important results, we present below a table showing the
actual returns eamed by MPCI insurers for the vears 1989 — 2001, across all plans of insurance and
funds, with and without the impact of the catastrophic risk protection plan of insurance. (Since the
information needed to separate catastrophe coverage from other plans of insurance is only available
for four years, and the coverage itself has only been in existence since 1995, we don’t address the
results further in this summary.)

- Table 1. Actual Versus Reasonable Rate of Return by Reinsurance Year
All Insurers, Funds and Plans Combined

Average Excl  Reasonable Rate of

Year Average Cat. Coverage Return
1989 16.8% . 14.8%
1990 21.2% ) 15.9%
1991 16.6% . . : 16.2%
1992 12.5% . 15.4%
1993 (15.6%) . 14.5%
1994 25.8% . 13.4%
1995 21.3% . 13.7%
1996 22.2% . 13.4%
1997 25.0% . 13.2%
1998 16.6% 14.8% 12.7%
1999 13.9% 11.8% 12.9%
2000 14.2% 12.6% 12.7%
2001 15.5% 14.0% 13.1%
Average 15.8% 13.3% 14.0%
Std. Deviation 10.4% 1.4% 1.2%

As can be seen from the table above, the estimated earned return on equity for MPCI insurers has
averaged approximately 15.8%, as compared with an average reasonable rate of return over the same
period of 14.0%. Thus, while MPC] insurers have earned a return somewhat in excess of the cost of
capital, .the returns are somewhat volatile as well, as evidenced by the fact that in the single
catastrophe year, the overall rate of return was —15.6%. In fact, we would caution against drawing



any strong conclusions on the adequacy or excessiveness of the historical returns based on a sample
of thirteen years of data, in light of the fact that only one of those years 1s a catastrophe year. Had
there been a second catastrophe year in the sample similar in magnitude to 1993, the average return
over the period would have been below 14%.

The remainder of this report describes the methodology, calculations and results of our analysis.



1. Background

Crop production can be a risky business, vulnerable to frequent disruption from adverse weather,
pests and diseases. Historically, federal disaster assistance had been the main safety net for
producers, but in more recent years, multiple peril crop insurance has gradually assumed the central
role in crop production risk management. The level of coverage, the range of crops insured, and the
type of insurance policies have all been expanded since the enactment of the Federal Crop Insurance
Act of 1980. As a result, the budget of the Federal crop insurance program has expanded from under
$77.8 million in 1981 to $3.2 billion in 2001.! Under the current program, the Federal government
subsidizes producers (farmers) through both a premium subsidy, an administrative and operation
(A&O) subsidy and free reinsurance to the insurance providers through the Standard Reinsurance
Agreement (SRA).

By using private insurers to deliver and service crop insurance contracts, the program can rely on
market forces to ensure the efficient production of insurance services. However, to assure adequate
capacity in the program, the pricing of insurance contracts (or in this case the structure of the SRA
and the level of thé A&O subsidy) must offer investors reasonable compensation for bearing the risks
associated with underwriting crop insurance. In addition, to monitor whether the program meets or
has met its objectives regarding fair compensation to insurers, it is necessary to measure and evaluate
the actual returns insurers have earned.

In a separate study, Milliman established the methodology and estimated the reasonable rate of return
for multiple peril crop insurance (Appel et al, 2002). In this study, we establish the methodology to
measure the historical return earned by multiple peril crop insurers, and, based on that methodology,
estimate the rate of return to the insurance providers’ equity for years 1989 through 2001.

- 2. Methodology

The rate of return on equity is generally used to evaluate the profitability of investment opportunities.
Similarly, when setting the price for the good or service in a regulatory context, rate of return on
equity is typically used as the tr;lrget return that the regulated entity should be permitted. For both
purposes, the proper rate of return is understood to be the economic rate of return on equity capital.?

As with many economic or actuarial analyses, the estimation of the actual rate of return has to
balance the objective of precision in results with practical concerns about both data availability and

I For more detailed discussion of the history of the Federal crop insurance program, see Glauber and Collins (2002).

2In theory, the economic rate of return should be measured based on the market value of equity, however in practice,
because of the highly volatile nature of market values, returns are normally calculated based on accounting earnings

and the accounting value of equity. For insurers, equity may be measured using either statutory or GAAP acounting;

when using SAAP acounting , equity is termed “surplus” or “statutory surplus”.



the costs of implementation. Fortunately, in measuring the historical rate of return attributable to
property casualty insurance, there is little difference of opinion regarding the proper methodology for
measurement. -The current standard in the casualty insurance industry relies on a methodology that
decomposes the total rate of return into three components: underwriting profit, investment income on
insurance operations, and investment income on the insurer’s equity capital (or surplus). This
methodology is consistent with statutory accounting standards promulgated by the National
Association of Insurance Commissioners (NAIC) (as exemplified by the financial reporting
contained in the insurance annual statement), as well as insurance industry sources and publications
(subh as the reports published by A.M Best Co.).3 In light of the work order for this engagement, it is
our judgment that such an approach is appropriate for calculating the historical returns attributable to
multiple peril crop insurance.

As noted above, the methodology adopted for this report separates insurance returns into
underwriting profit, investment income on insurance operations, and investment income on the
insurer’s equity capital (or surplus). Generally speaking, the first two components, underwriting
profit and investment income on insurance operations, are calculated as a percent of insurer
premium, while the last piece, investment income on surplus, is denominated as a percent of surplus
(or equity). Thus, to calculate the rate of return on equity, the portion of the return denominated as a
percent of premium must be multiplied by the ratio of premium to equity, and then added to the
investment return on the equity itself.

In algebraic form, the equation for the total return on equity is as follows:

ROE = [UW,* (1-t,) + I¥q * (1-t)] * (P/E) + IYeq * (1-1;)

where: UW, = underwriting profit as a percent of premium
ty = federal income tax rate on underwriting income
IYo, = investment return from insurance operations as a percent of premium
t; = federal tax rate on investment income
p = premium
E = equity
IY., = investment return on insurer equity

3 See, for example, the NAIC (a), Accounting Practices and Procedures Manual Vol. 1; NAIC, Report on
Profitability by Line and by State in 2000; or Best’s Aggregates & Averages, 2002 edition.



While the equation above may appear to decompose the total return in a counter intuitive manner 4
there is actually both logic as well as a strong tradition to support such an approach. The purpose of
this method is to distinguish the returns attributable to being in the business of insurance from the
returns attributable to investing one’s own equity capital. Note that in the first term to the right of the
equal sign, the value IY; reflects the return attributable solely to the investment of funds provided
from insurance operations. These are the funds insurers receive from policyholders (in the form of
‘premium payments) that are held for the future payment of losses and/or expeﬁses; insurers invest
such funds and earn income associated with those investments. Since underwriting profit reflects
returns solely from underwriting (i.e., the difference between premiums and associated losses and
expenses), and given the definition of IY,,, the first term to the right of the equality represents the
entire return insurers earn as a result of being in the business of insurance. :

In contrast, the second term to the right of the equality represents the return the insurer earns from
investing it’s own equity capital. Such a return could have been realized without bearing the risk of
underwriting insurance, by simply using the insurer’s equity to purchase its existing asset portfolio.
Thus, decomposing the total return as done in the equation above provides a useful distinction
between the returns associated with engaging in the insurance activity and the returns associated with
investing the insurer’s own capital. So long as the insurance activity imposes some risk, the first term
on the right should be positive (i.e., the insurance activity should provide a positive return), but in
evaluating whether the insurer earns a “fair and reasonable return” it is appropriate to consider all
sources of income (including investment income on the insurer’s equity).5

A discussion of each individual component of the rate of return is provided below.

2.1 Underwriting Profit

Underwriting profit in property casualty insurance is normally defined as the difference between
premiums earned and the sum of losses and expenses incurred, as follows:

Uw,. = P-IL-ILAE - UE
where: P= Earned Premium
IL=  Incurred Losses

ILAE = Incurred Loss Adjustment Expense

4 It might appear more intuitive to separate the underwriting from the investment portions of the insurance business;
such an approach would group all investment income together, so as to distinguish between the underwriting and
investment activities pursued by insurers.

31n theory, it is possible that the returns to insurance underwriting are inversely correlated with the market. In a
CAPM context, this would imply that investors would be willing to assume insurance liabilities for a total return
below the risk free rate, which would further imply that the first term in the equation would be negative. While this
theoretical possibility has been discussed, there is, to our knowledge, no empirical evidence supporting it.



UE = Other Underwriting Expenses®

Although this could be computed in absolute dollars, each value in the equation is typically divided
by earned premium, so the reported results are expressed as a percent of earned premium, as shown
below:

UW,/P= P/P - IL/P - ILAE/P - UE/P, or

uw, = 1 -1l -ilae - ue
where the use of lower case indicates that the values are reported as a percent of earned premium.

This approach to measuring underwriting profit is reasonable for the typical property casualty line of
business, because the actuarially developed premium collected by the insurer is intended to cover
both the losses and the expenses associated with the insurance contract. In MPCI, however, these two
components are separated: “premium” as the term is used in MPCI, refers to the estimated amounts
needed to pay only the losses associated with the insurance contract.” The expenses associated with
the underwriting, delivery and servicing of the contract are separately reimbursed through the A&O
(administrative and operating) subsidy. Thus, the standard approach requires modification due to the
nature of multi peril crop insurance. '

The alternative approach we rely upon in this report simply decomposes the equation above into two
pieces, one related to the pure underwriting profit (which is simply the difference between gross
premium and incurred losses)-and the other related to the “profit” arising from the A&O subsidy.8

_Thus, we recast the equation-above as follows:

Uw, = Pure UW; + A&O;, |
Pure UW,= P-IL?
A&O, = A&O subsidy - ILAE - UE

To estimate the pure underwriting profit, we relied on data provided by RMA in the “reinsurance
runs”, which provide a summary of the underwriting results for each insurance provider, by fund and
plan of insurance. While the reinsurance runs provide detailed results of the premiums and losses
distributed by fund and for several plans of insurance, the final computations display the ultimate

% For many lines of business, insurers may pay dividends (in effect refunds) to policyholders at the expiration of
‘their policies. If so, underwriting profit would be calculated after such dividend payments. However, for MPCI
policyholder dividends are irrelevant, hence they are excluded from further discussion here.

7 This “gross premium” is itself split into two parts, the producer paid premium and the premium subsidy (i.e., the
amount paid by the government on behalf of the producer).

8 To the extent that the A&O subsidy exceeds the actual operating expenses of the insurer, there is a potential profit
to be earned. Of course, if the subsidy falls short of actual expenses, the insurer could incur a loss as well.

? Incurred loss in MPCI is typically referred to as “indemnities” paid to producers.



results of interest in a profitability analysis, namely, the net retained premium and loss for the
insurance provider, aggregated across all states. As such, the difference between the two is the value
required for the variable Pure UW,; : that is, it reflects the final underwriting profit after all provisions
of the SRA are taken into account.10

2.2 Expenses

Property casualty insurer expenses are normally categorized into classes that include: loss adjustment
expense (the costs of investigating, adjusting and settling claims)!!; acquisition costs (commissions
to agents and other acquisition expenses); general overhead expenses; and taxes, licenses and fees
(where taxes refers to premium and miscellaneous taxes, excluding income tax). When rates- are set
for property casualty insurance, these expenses are estimated and included, along with the provision
for losses, in'determining the final premiums paid by insureds.

In contrast, for MPCI reinsured under the SRA, the FCIC compensates insurers for the costs of
selling and servicing the coverage through the payment of an administrative and operating (A&O)
subsidy. This A&O subsidy is intended to cover all costs associated with the sale and servicing of
' Crop ins_urance policies, excluding, of course, losses. This raises at least two important issues as
regards profitability analysis. First, depending on the level of the A&O subsidy relative to actual
incurred expenses, there may be a profit or a loss to insurance providers attributable to the subsidy
itself. Second, when evaluating crop insurance expense ratios relative to expenses for other lines of
insurance, it is imperative to adjust the ratios to put them on a comparable basis. 12

This latter point bears additional explanation. Consider a line of insurance such as homeowners, and
assume that a policy is issued for a premium of $100, under which there is $70 of expected losses
and 330 of expected expenses.!3 In this instance, the reported expense ratio for the insurer would be
30% ($30 of expenses divided by $100 of premium). Now compare that to an MPCI policy with
expected losses of $70 and an A&O subsidy of 30%. On such a policy, an insurer would be entitled
to $21 to cover expenses (30% of $70 in gross premium, wheére gross premium is set equal to the
expected value of loss). If this information were recorded consistent with the reporting of all other
lines of insurance, instead of a 30% expense ratio for MPCI, the value would be approximately 23%
(ie., $21 of expenses divided by $91 of premium) because the premium would include both the loss

10 The SRA conatins a variety of provisions relating to the maximum amount of premium that can be written in the
Assigned Risk fund, the minimum retentions required for the provider, and the rules for reapportioning premium if
the maxima are exceeded, or increasing retentions if the minima are not met. These are all accounted for in the
reinsurance run, as is the stop loss protection provided under the SRA. Thus the reinsurance run provides all the data
required to evaluate the pure underwriting profit that is ultimately retained by the insurer.

1 Loss adjustment expenses are typically reported along with losses, not with other underwriting expenses.

12 This issue has relevance for the determination of the premium to surplus ratio as well. We will discuss this in a
later section of the report.

13 For ease of exposition in this example, we assume there is no profit built into the premjum.
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($70) and the expense ($21) portions of the rate. Alternatively, if we were to adjust the homeowners
data to report it on the same basis as MPCI, the homeowners expense ratio would be almost 43%
(i.e., $30 of expense divided by $70 of loss).

As this example demonstrates, it is inappropriate to directly compare the A&O subsidy (in this case
30%) to the reported expense ratios for other lines of insurance, because the premium base in the
denominator of these ratios represents different things. In typical property casualty insurance, the
premium includes both losses and expenses, while in MPCI the premium includes losses only. To put
the A&O subsidy on a corhparable basis to expense ratios reported for other lines of insurance, one
must add the subsidy to the premium, so as to produce a denominator that is comparable to “normal”
pr_emium in other lines. This can be accomplished using the following calculation:

Adjusted expense ratio = [(A&O subsidy)/(1 + A&O subsidy)].

Thus, if the A&O subsidy were set at 25%, that would be equivalent to a reported expense ratio of
20% in any other line of insurance (i.e., 25%/(1.0 +25%) = 20%).

Turning now to the issue of the impact of the A&O subsidy on profitability, as indicated in our

previous discussion, the subsidy could increase provider profits if it exceeds actual expenses, and
could decrease profits if it falls short of actual expenses. Unfortunately, there is very little

information available to determine which of these is the more likely scenario. Below we discuss two

sources of such information; 2 GAO audit report from 1997, and the expenses reported by MPCI

insurers on the statutory financial statements filed with insurance regulators.

2.2.1 GAO Study

The GAO study was published in 1997, and is based on an audit of 9 companies that sold
approximately 80% of all Federal crop insurance in 1994 and 1995. According to the GAO, these
companies reported $542.3 million of expenses (equal to about 29% of premium) and received
$580.2 million of reimbursement (31% of premium) under the SRA.! In the report, the GAO
suggested that the expense reimbursement could be reduced to 24% for several reasons discussed
below.

1) Of the expense reported, $43 million were not reasonably associated with the sale and service of
Federal crop insurance. These expense were related to
* Acquiring competitor's businesses,
* Protecting companies from underwriting losses (reinsurance costs),
* Sharing profits through bonuses or management fees,

14 15 this discussion, unless otherwise indicated, the premium is defined using the nomenclature typical in crop
insurance ~ that is, the premium represents the loss portion of the rate only, excluding expense.
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e Lobbying, and ,
¢ Reporting errors and omissions.

2) Of the remaining expense items, the GAO considered some of the travel expenseé, agent
commissions and entertainment expenses (collectively around 3% of premium) to be excessive,
based primarily on either subjective Judgment or because they were substantially above the
average of other companies.

3) The GAO further suggested that increases in premium rates and crop prices over time, as well as
the higher premium levels of the (then) new revenue plans of insurance, would reduce the
expense ratio in the future because there is no additional work or expense required in handling a
larger premium volume simply because of a higher premium rate.

It is not our purpose in this study to debate the conclusions of the GAO report, however we have
several observations regarding those conclusions.

First, and perhaps most important, the GAO concluded that an expense reimbursement equal to 24%
of premium would be reasonable in light of their audit of actual company expenses. Currently, the
SRA provides for an A&O subsidy ranging from approximately 21% to 24.5% of premium,
depending on the fund and plan of insurance. As a consequence, assuming expenses as a percent of —
premium have remained constant over time, the current A&O subsidy would not be viewed as
excessive, regardless of the historical levels of the subsidy.

Second, we found several of the GAO conclusions and recommendations inconsistent with the
objective of delivering multi peril crop insurance through the private sector. For examp le, expenses
related to acquiring a competitor’s book of business, or paying incentive compensation to employees,
are parts of the cost of doing business in the private sector. If crop insurance is to be delivered though
this mechanism, then insurers will have to compete for resources to support crop insurance on the
same terms as-would any other business activity. '

Finally, the GAO’s statement that the expense reimbursement could be reduced in the future because
crop prices and premiums will increase must be considered in light of several facts. First, a
substantial share of insurer expenses is diréctly dependent on premium. Agents’ commissions, which
represent a significant portion of expenses (more than half according to the GAO report) are usually
a fixed percentage of premium. As to other expenses, a substantial portion of these are related to
employment costs, which tend to increase faster than the general level of prices. 15 Finally, premium

15 1n 2001,approximately 65% of insurer expenses were for salaries and employee benefits (see Best’s Aggregates
and Averages). According to the Bureau of Labor Statistics, employment costs over the past two decades increased
at an annual rate of more than 4% on average. Labor productivity growth for the service sector, on the other hand,
has substantially lagged behind the growth in the manufacturing sector and productivity growth in the insurance
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* increases may reflect expected loss increases, which in turn might result in higher loss adjustment
expenses. This is especiaily true for the introduction of new types of coverage such as revenue
assurance. Thus, it is unclear whether increases in the average premium per policy would be
sufficient to offset the cost increases associated with higher expenses labor costs.

Despite our concerns regarding these issues, the fact remains that the GAO report provides some &
evidence that the A&O subsidy may have been excessive in the past relative to actual insurer
expenses. Thus one consideration in evaluating the historical rate of return would be the potential for
insurers to have realized a profit on the A&O reimbursement.

2.2.2 Statutory Financial Statement Dara

In contrast to the GAO report’s suggestion that the A&O subsidy has exceeded actual expenses, there
are data from insurer annual statements that indicate the opposite — that is, that the expense &~
reimbursement has fallen short of actual expenses. These data are available for MPCI for all years
from 1992 to the present, from the statutory financial reports insurers file with regulators. However,
according to the NAIC, there was no standard practice in'annual financial reporting for multiple peril

| crop insurers, and thus it is difficult to interpret the financial statement data for years prior to 2001.16

In 2001, the NAIC Accounting Practices and Procedure Manual was substantially revised to clarify
the financial statement reporting for the multiple peril crop insurance. Based on the new Accounting
Procedure Manual (NAIC (a), 2001, page 78-5), which applies to SRA contracts effective after
January 1, 2001:

The expense payment (A&O subsidy) associated with the catasfrophic coverage shall be-
recorded as a reduction of loss expenses whereas the expense payment for the buy-up
coverage shall be recorded as a reduction of other underwriting expenses. (Explanations
added in parenth'eses.)

It thus appears that at least for calendar year 2001, the statutory annual statement should provide
expenses incurred by crop insurers net of A&O subsidy only.

Since the statutory annual statement is the only source of expense data available for almost the entire
sample period, and it contains data for other lines of property-casualty insurance that could be a

sector was close to zero for the period 1987-2000. (see Brookings Institution Workshop on Service Sector

Productivity in May 17, 2002).

16 See, NAIC (b) (2002, page IP108), “Existing statutory accounting practices do not address the distinctive
. characteristics of the MPCI line of business. Current practices. within the industry vary”. A review of the data

strongly suggest that this is the case; for example, the MPCI expense ratios, as shown in Table 2, fluctuate

signfiicantly from year to year, indicating likely inconsistent data reporting.
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useful reference, we conducted a comprehensive review of these data. We obtained the financial
statement data from multiple versions of Thompson's CD Rom U.S. Insurance: Property-Casualty
_ (also called the SheShunoff CD, or formerly called OneSource).!” The expense ratio of multiple peril
crop insurers as a whole, together with the expense ratio of all other property-casualty lines of
business, is reported in Table 2 below. '

According to Table 2, for each year since 1993, (including 1994 and 1995, the years of the GAO
audit) multiple peril crop insurance as a whole has a positive expense to premium ratio, averaging
14.9% over the entire sample period. Therefore, if the annual statements were reported consistent
with the current guidelines of the NAIC Accounting Practice Manual, then it would appear that
multiple peril crop insurers have had an expense ratio from 1.2% to 27.3% (average 14.9%) in excess
of the A&O subsidy. In light of the GAO study, these numbers appear suspicious. On the other hand, &#—
if we compare the expense ratio of multiple peril crop insurers with other lines of insurance, the
MPCI expense ratio is actually quite low. Consider the following: during the 1993-2001 period, the
- average A&O subsidy was roughly 29% and the average reported expense ratio for MPCI was 15%.
Therefore if the reporting was correct, the MPCI total expenses were around 44% (29%+15%).
Adjusting that value for the fact that the premium for other lines of insurance is expense loaded (as
discussed earlier), the MPCI expense ratio is really around 30.5% (i.e., 44% expenses divided by one
plus 44%), on a basis comparable to other lines. This is substantjally lower than most lines of
property-casualty insurance.

17 Thompson financial is a widely relied upon source of information for the financial sectors in general. The
Thompson Financial CD contains detailed annual and quarterly statutory filings on more than 3,200 P&C
companies, including 6 years of exhibits and schedules, and line of business information by state.
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Table 2. Expense to Premium Ratio based on Annual Statement data.

Line of Insurance

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Aggregate Write-Ins For Other Lines
Of Business 295% 292% 283% 27.7% 24.1% 28.4% 27.0% 183% 28.5% 33.1%
Aircraft (All Perils) 45.7% 423% 41.0% 39.2% 35.8% 34.4% 37.0% 448% 40.8% -11.2%
Allied Lines 473% 45.7% 428% 43.0% 42.0% 44.1% 42.5% 44.6% 46.7%  48.9%
Boiler And Machinery 34.9% 55.2% 49.3% 483% 47.4% 50.6% 49.4% 552% 474%  50.3%
. Burglary And Theft 44.4% 44.4% 372% 385% 382% 40.1% 34.7% 50.5% 41.2% 38.8%
Commercial Auto Liability 43.7% 43.5% 442% 43.9% 45.0% 43.6% 44.0% 47.9% 454% 46.1%
Commercial Auto Physical Damage  37.6% 37.6% 39.2% 38.4% 39.1% 38.9% 39.1% 42.5% 38.8% 37.6%
Commercial Multi Peril (Liability) 68.5% 66.4% 61.3% 60.3% 61.9% 55.0% 62.8% 583% 56.7% 60.8%
Commercial Multi Peril (Non Liab)  45.8% 45.6% 48.3% 46.7% 47.8% 49.9% 473% 47.4% 47.1% 45.4%
Credit _ 63.0% 59.6% 50.5% 459% 454% 46.0% 48.0% 49.9% 48.5% 43.9%
CreditA& H 43.7% 72.8% 63.1% 525% 56.9% 61.1% 69.3% 80.7% 82.7% 72.2%
Earthquake 32.6% 30.9% 120.4% 45.9% 43.5% 28.7% 47.6% 49.0% 522% 351.1%
Farmowners Mutliple Peril 41.5% 42.6% 412% 413% 42.0% 41.7% 43.2% 44.0% 42.7% 42.8%
Federal Flood -665.3% 26.4% 13.3% 408.4% -813.0%
Fidelity . 41.2% 43.1% 41.4% 43.7% 40.1% 40.7% 43.8% 40.9% 47.0% 40.7%
Financial Guaranty 583% 43.3% 50.6% 51.3% 442% 41.6% 37.1% 37.1% 433% 34.9%
Fire , 454% 46.2% 442% 412% 40.9% 43.4% 43.2% 46.8% 454% 45.9%
Group A & H (See Interrogatory 1) 20.7% 21.0% 224% 23.7% 224% 24.0% 24.5% 24.4% 22.1% 20.3%
Homeowners Multiple Peril 45.0% 433% 44.1% 43.7% 43.6% 43.9% 44.4% 43.6% 42.6% 43.1%
Inland Marine 45.0% 458% 46.4% 44.9% 422% 43.9% 42.9% 43.1% 44.0% 42.6%
International 28.8% 323% 32.8% 33.0% 29.0% 24.9% 24.7% 242% 45.6% 49.9%
Medical Malpractice 49.5% 46.3% 443% 49.8% 493% 50.7% 54.3% 57.1% 56.2%  55.0%
Mortgage Guaranty 3L1% 285% 27.2% 24.0% 222% 23.0% 27.6% 283% 23.6% 24.5%
Multiple Peril Crop 21.6% 273% 125% 6.3% 1.2% 10.3% 13.3% 155% 16.9% 24.5%
Ocean Marine 45.3% 41.9% 424% 39.6% 38.4% 44.7% 43.1% 45.8% 37.8% 39.1%
Other A & H (See Interrogatory 1) 31.1% 343% 31.4% 28.0% 34.6% 35.7% 39.6% 34.6% 29.0% 25.5%
' Other Liability 54.5% 57.5% 58.0% 62.5% 52.9% 51.9% 50.5% 55.3% 51.3% 50.4%
Pvt. Passenger Auto Liability - 36.6% 35.9% 34.4% 34.8% 34.9% 36.2% 38.3% 39.3% 38.9% 38.7%
Pvt. Passenger Auto Phys. Damage  31.4% 31.1% 31.2% 31.8% 31.8% 33.3% 34.6% 33.3% 40.6% 34.9%
Products Liability © 76.7% 795% 59.8% 84.6% 91.1% 72.6% 70.9% 73.9% 69.9% 108.3%
Reinsurance Nonprop. Assumed 35.6% 33.0% 30.8% 34.9% 35.4% 33.4% 33.6% 29.7%. 31.9% 32.2%
Surety 67.5% 653% 64.9% 59.0% 59.6% 62.4% 64.5% 63.2% 61.5% 63.9%
Workers' Compensation 30.9% 313% 33.2% 34.6% 39.3% . 40.0% 42.6% 452% 43.9%  46.2%
Total 39.6% 39.2% 39.2% 39.7% 39.7% 39.9% 41.1% 41.3% 41.7% 41.1%

Source: Thompson Financial CD: U.S. Insurance Property-Casualty
data is available from annual statement starting from 1992 only and s
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2.2.3 Summary

In light of the uncertainties about expenses suggested by the GAO report and the annual financial
statement data, we have chosen to report historical profitability calculations under three hypothetical
scenarios, as follows:

1. The A&O subsidy exactly compensates insurers for their expenses; in this case, the A&O subsidy
produces zero profit. We refer to this as the base case throughout the report.

The GAO report is correct and insurers have been overcompensated through the A&O subsidy;
for illustrative purposes, we assume there is a 3% annual profit due to the A&O.

The statutory annual statement data is accurate, and insurers have been under compensated
through the A&O subsidy; for illustrative purposes, we assume there is a 3% annual loss due to
the A&O.

o

|9}

All the rate of results provided in the body of this report are displayed for the base case only,
assuming there is neither a profit nor a loss in the A&O subidy. In the detailed calculations in the
appendix, we provide results under the two alternative scenarios.

2.3 Investment Gains On Insurance Operations

In a typical line of property casualty insurance, the insurer collects premium in advance of the
payment of losses and expenses. In fact, in some lines of business, there may be a lag of many years
between préemium receipt and the final payment of loss.!8 In such lines, investment income plays a
major role in insurer pricing and profitability, as the funds advanced by policyholders are invested by
the insurer, and can earn significant income. However, the amount of such income depends primarily
on the amount of time between the receipt of funds from policyholders and the disbursement of those

funds by the insurer.

To evaluate the investment income opportunities for MPCI insurers, we considered the timing of the
cash flows attributable to the sale of crop insurance. The dates that are relevant for such an analysis
are the dates at which the insurer; (1) receives premium from the policyholder;. (2) remits the
premium to RMA; (3) pays losses; (4) receives reimbursement for the loss payment; (5) receives the
A&O subsidy; and (6) pays expenses. Based on the timing of these cash flows, it is evident that
investment income from insurance operations is a relatively immaterial consideration in the
profitability of MPCI insurers.

To illustrate this analysis, consider as a reference point the following important dates for corn
producers, provided by extension economist, William Edwards of Iowa State University.

18 In a line like workers compensation, payments may extend sixty or seventy years after the sale of a policy, as
benefits under the coverage can last for the lifetime of an injured worker.
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Table 3. Important Dates for Corn Producers

Sales Closing Date Mar. 15, 2002

Final Planting Date Mar. 31, 2002

End of Late Planting Period Jun. 25, 2002

Acreage Reporting Date Jun. 30, 2002

Billing Date Oct. 1, 2002

End of Insurance Period Oct. 10, 2002

File Notice of Crop Damage Date 15 days after end of insurance or Dec. 10, 2002
Policy Termination Date Mar. 15, 2003

Production Reporting Date Apr. 29,2003

Source: http://www.extension.iastate.eduw/Publications/EM 1 858.pdf

The sales closing date is the last date for producers to apply for or cancel crop insurance coverage.
Final planting date is the last planting date to receive full coverage, with coverage being reduced
daily during the late planting period. Production reporting date is the last day to report the production
records for the calculation of APH history.

The following are the transaction dates for the major cash flow components for the insurer.

Premium: At the billing date, (corn in Towa has a 10/01/2002 billing date), the insurer (reinsured by
the FCIC) bills the insured for the producer's portion of the premium due. The insured has until the

-end of the month to pay their premium to the reinsured company. If the insured has not paid by the
end of the month, the insurer charges the insured interest until the premium is cbllec_:ted.

The month following the billing-date, (November in this example), the premium is due RMA whether
the reinsured company has collected it from the producer or not. If it was collected, it is reported as a
~ paid amount on the next accounting report.19 If the company does not pay RMA the uncollected
premium then interest will attach at the rate of 15% per year. They, however, cannot defer the
~ uncollected premium beyond the annual settlement. The annual settlement date is F ebruary 28, 2003

‘Indemnity: Once the insured notifies the insurer of a loss, the insurer documents the claim and then

issues the insured a check drawn on their loss clearing account and submits the loss data to RMA.
RMA processes loss data and funds the escrow account for 100% of the loss check amount issued.
When the insured's check hits the company's loss account, the funds are then transferred from the
escrow account to the loss clearing account to cover the check. If the reinsured company has a net
underwriting loss prior to annual settlement, the amount must be paid to RMA, however if there is a
net underwriting gain, it is calculated in February, following the end of the reinsurance year.

19 If the insured has not payed the premium by the policy termination date, they are terminated for indebtedness and
made ineligible for program benefits.
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A&O Subsidy: When the premium data is submitted to RMA the A&O Subsidy is calculated using

the gross premium, which includes the producer's subsidized portion, times the applicable

reimbursement percentage. For the 2002 reinsurance year 24.5% is the maximum percentage rate and

21.1% is the minimum. The insurer receives the A&O subsidy at around the middle of the insurance
- period.

It is clear from these dates that the potential to earn investment income is relatively modest for
multiple peril crop insurers, because the time period during which they could invest premium
revenue is virtually nil. In fact, premium is remitted to the FCIC almost immediately after its receipt
by the insurer. In addition, the A&O subsidy is provided to the insurer in the middle of the insurance
period, despite the fact that a large portion of expense is incurred at the time the policy is sol d. Thus,
the insurer has to finance a portion of expenses in advance of reimbursement. While the A&O
subsidy provides revenue in excess of these “prepaid expenses”, and that excess could be invested, it
is unlikely that investment income from that portion of the A&O exceeds the cost to the insurer of
financing expense outlays ahead of reimbursements. Finally, there is an asymmetric timing of .
underwriting gains versus losses; losses must be remitted prior to the settlement date, while gains are
received at the settlement date.20

,
Given these facts, there is apparently no meaningful opportunity for insurers to earn investment
income from insurance operations. (Indeed, it could be argued that there is an investment cost rather
than a gain, due to the early payment of expenses and the timing of underwriting gains versus losses.)
As a consequence we have assumed, for the purposes of our profitability analysis, that MPCI insurers
receive no investment income form insurance operations.2!

2.4 Investment Income on Equity

As discussed earlier, in addition to investment income from operations, insurers also earn income
from the investment of their own equity. In the case of MPCI, this is, in fact, the only source of
meaningful investment income for the insurer. To estimate the historical investment income on
insurer equity, we relied upon the average yield insurers actually earned on their invested asset
portfolios during the period between 1989 and 2001.22

20 The recovery of underwriting gains for an individual year is constrained to some extent by the reserve
requirements, which are discussed more completely later in the report.

21t is important to note that the annual statement for property casualty insurers will generally show positive
amounts of investment income attributable to MPCI operations. However these positive values result from the fact
that there is a mandatory formula used to allocate investment income to line of business. Based on our review of the
typical timing of MPCI cash flows, we see no basis for attributing any investment income to insurance operations.
22 We used the average yield for the entrire property casualty industry rather than the yield earned by MPCI insurers
to be consistent with the insustrywide cost of capital. That is, since we compare the historical returns from crop
insurance to an industrywide reasonable rate of rerurn (cost of capital), it is appropriate to impute the industywide
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To estimate this value, we compiled data from insurer annual statements reported by Best's
Aggregates and Averages, the standard reference source in the field, For each year in the sample
period, we calculated the ratio of net investment income earned plus realized capital gains divided by
average invested assets, and assumed that that was the yield rate that applied to the insurers surplus

during the year.

Table 4. Property-Casualty Average Rate of Return on Investment

Year-End
; Cash and Average Net Investment  Return on -
- Year Invested Asset Invested Asset Income Investment
1987 360,752,329

1988 401,776,313 381264321 30,448,735 8.0%
1989 445,077,013 423,426,663 35,855,938 8.5%
1990 470,493,393  457,785203 35,781,530 7.8%
1991 514,564,282  492,528.838 39,053,096 7.9%
1992 539,656,015  527.110,149 43,627,153 8.3%
1993 579,833,900 559,744,958 42,462,989 7.6%
1994 609,505,252 594,669,576 35,350,775 5.9%
1995 664,008,342 636,756,797 42,830,658 6.7%
1996 700,806,046 682,407,194 47,206,297 6.9%
1997 766,061,919 733,433,983 52,306,925 7.1%
1998 796,780,574 781,421,247 57,944,582 7.4%
1999 799,060,669 797,920,622 51,871,077 6.5%
2000 789,330,250 794,195,460 56,908,285 7.2%
2001 781,730,299 785,530,275 44,369,989 5.6%

Note: Average invested asset equals current and last year-end average.

Return on investment equals net income divided by average asset.

As would be expected, average returns were substantially higher in the earlier years, as interest rates
were generally higher at the time, and insurers also benefited from the higher yields of older bonds in
their portfolios.

To use these values in the profitability calculation, we made the standard assumption that the entire
allocated equity is invested for the whole year of the transaction, hence investment income on equity
is equal to the annual yields shown above.

investment portfolio to crop insurance. If crop insurers have riskier (or less risky) asset portfolios, their costs of
capital would be commensurately higher (lower).
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2.5 Taxes

Since the actual return earned by investors is the after tax return, the rate of return comparable to the
reasonable rate of return expected by investors is the after tax retum as well. Thus, after the various
income items have been calculated, they must be adjusted for tax. To do so, we relied on the
appropriate statutory tax rates in effect during each year of the sample period. |

Both underwriting and investment gains are subject to Federal income taxes. Based on data from -
World Tax Database, the marginal corporate income tax rate on the top tax bracket has been 34%
from 1989 through 1992 and 35% from 1993 through the present. For the lower income brackets, the
corporate income tax rate for the period 1989 through 2002 ranges from 15% for the first $50,000 to
the range between 34% and 39% for income above $100,000.23 We used the tax rate for the top
bracket as the corporate income tax rate for our estimation of the tax rate on underwriting income.

The tax rate on investment gains is somewhat more complicated because a significant portion of
stock dividends and tax-exempt bond interest are tax-exempt. Consistent with our approach of using
the average investment return of all property-casualty insurers, we also used the industrywide
average tax rate on investment income as proxv for the investment retum tax rate for crop insurers.
Since investment income varies by asset categories, we estimated this tax rate by the weighted
average tax rate across all investment asset categories.

Due to the enactment of the 1986 Tax Reform Act, 15% of all tax exempt investment income is
treated as taxable for property casualty insurance companies. This includes both the interest on tax
exempt bonds as well as 70% of stock dividends from unaffiliated companies. (Note that effective
tax rate on stock dividends is estimated by taking 15% of the 70% of dividends that are exempt, plus
the 30% of dividends that are non-exempt, and multiplying that by the corporate tax rate. The
effective tax rate for each of the investment asset categories are presented in the table below.

23 The tax rates were desi gned such that companies reaching the top income brackets will pay an average tax rate
that equals the tax rate of the top income bracket.



Table 5. Tax Rates on Asset Categories

1989-1992 1993-2001

Bonds

Taxable 34.00%  35.00%
Non-Taxable (.15*corp. tax rate) 5.10% 5.25%

Stocks :
Taxable ((.15*.7+.3)*corp.tax rate) 13.77%  14.18%
“Non-Taxable (.15*corp. tax rate) 5.10% 5.25%
Mdrtgage Loans _ - 34.00%  35.00%
Real Estate 34.00%  35.00%
Collateral Loans 34.00% 35.00%
" Cash - ) 34.00%  35.00%
* Short Term Inv. 34.00%  35.00%
All Other ‘ ‘ 34.00%  35.00%
Inv. Expenses 34.00%  35.00%
Realized Capital Gains 34.00%  35.00%

Note: Non-taxable stock yields are yields from affiliated companies.

Given the effective tax rates shown in Table 5 above, we also estimated the weighted average
presents the distribution of
investment income across each of the asset categories, along with investment expense and realized
capital gains from investment. These data are from various editions of Bests A
Property-Casualty Edition. Using these data as the weights for each category,
computed and shown in the bottom panel of Table 6. We used these tax

effective tax rate for each year in the sample period. Table 6 below

investment income tax rates for crop insurers.

2]
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2.6 Determination of Equity Capital?*

Determining the capital required to support insurance exposures is an issue that has received a great
deal of attention in the literature. Generally speaking, determining the appropriate amount of capital by
line requires (1) the choice of a capital base, as well as (2) a method ofallocating the aggregate amount
of capital to individual lines of insurance. Possible choices for a capital base for property/casualty

insurance include surplus calculated according to statutory accounting principles (SAP) or generally

accepted accounting principles (GAAP), or the market value of equity?3- As to allocation methods,

they would include a variety of rules for apportioning surplus according to various measures of risk

by line. (Several allocation bases have been suggested in the insurance literature, which we will

mention below.)

As regards the capital base, the proper measure from an economic perspective would be the market
value of equity, as this is the base upon which investors require a return. It is also the true economic
value of the enterprise.26 However, market values can fluctuate (sometimes dramatically) over time,
and to our knowledge are never relied upon in practical regulatory applications. This leaves either
statutory surplus or GAAP equity as the capital base upon which the return should be calculated. As
regards the choice between these two options, it is widely agreed that when comparing insurance
returns to other industries, the proper capital base is GAAP net worth. And since the allowed return
in ratemaking is designed to permit insurers a return equal to that earned in industries of comparable
risk, the equity base upon which that return is measured must be comparable as well. This suggests
that GAAP net worth is the proper base for regulatory purposes.2’

While' GAAP net worth has historically been between 10% and 25% greater than SAP surplus, the
recent codification of statutory account_ing principles will tend to mitigate the differences between the
two. However, differences will incvitaBly remain. Therefore, we would recommend that RMA utilize -
a conversion factor to transform statutory surplus, as reported on the insurance annual statement, to a
GAAP equity equivalent. If such an analysis had been done based on the most recent 5 years of
industrywide data, the conversion factor would have been 1.13 (i.e., GAAP net worth was 13%

24 A similar section is also presented in Appel et al (2002). However in our discussion here. we emphasize several
important issues that impact the use of this factor in a historical profitability analysis.

25 Surplus measured using GAAP is conventionally called net worth, a nomenclature adopted above.

26 Neither SAP surplus nor GAAP net worth will equal the economic value of an insurer’s equity, i.e., the market
value of its assets less the market value of its liabilities. Differences between accounting and economic surplus
reflect a variety of considerations, including the reporting of loss reserves at nominal rather than discounted value,
the reporting of certain bonds at book rather than market value, and other factors, including the substantial off-
balance sheet assets of many insurers that reflect their investments in distribution systems, employee training, claims
facilities, name brand recognition and reputation. :
27 The NAIC uses GAAP equity when reporting results by state and line in its annual Profitability Report. That
document is quite clear in its preference for GAAP over SAP accounting.

a9



greater than statutory surplus), while in the most recent year the conversion factor was 1.14.28 Using
the most recent value as an example, this implies that for every $100 of statutory surplus allocated to
crop insurance, the insurer actually has $114 of GAAP equity allocated to the line.

 Before leaving the issue of capital base, it is important to emphasize one additional consideration, as
follows. Assuming that aggregate industry capital is to be allocated across lines of the insurance, the
total amount of capital to be allocated must be the actual, current capita] held by the ‘insurance
industry?®. This is critical because the degree of risk to which insurers are exposed, and hence the
required return, is dependent on the amount of insurer capital (or operating leverage); if the capital base
were, for example, smaller, insurers would be perceived as riskier and hence their cost of capital would
be higher30 Since the cost of capital is developed based on current capital market conditions,
consistency demands that the amount of capital assumed to support insurance transactions be the actual

amount as well.

Turning now to allocation of the capital base, we note at the outset that an insurer's surplus § inherently
indivisible, in that the entire amount is available to protect all of its policyholders. Moreover, while
models have been developed to allocate surplus, there is no widespread agreement on the appropriate
method or allocation base. Indeed, there is no widely accepted and computationally tractable way of
* measuring risk by line, hence the allocation of capital is inherently problematic. Nevertheless, RMA
must determine a reasonable amount of capital to be attributed to crop insurance, in order b structure
the SRA to yield a fair and reasonable return. Thus, we briefly discuss those allocation bases which
have traditionally been proposed in insurance regulatory settings.

As indicated earlier, in theory capital should be allocated to line of inurance based on each line’s
relative risk. Ideally, if capital could be allocated in such a way as to equalize risk by line, then a single
rate of return for all lines would be appropriate3! However, despite literally decades of research; there
is still no consensus regarding the proper measurement of risk by line. (Furthermore, most recent
research has been directed to the question of capital allocation within a firm, and is not necessarily

28 Foran example of such a calculation, see Testimony of David Appel In The Matter of The Filing Dated Feb. |,
2002 By the North Carolina Rate Bureau, North Carolina Department of Insurance Docket No. 1073. Since
codification is to take effect for 2001 annual statements. any estimates should be revised based on the new statutory
accounting rules. '

29 Some analysts have argued that the capital base on which a return is allowed should be determined based on
normative rules; for example one common rule of thumb is that capital should be set equal to 50% of the insurer’s
written premium in a particular line. Such a rule fails to ensure consistency between the cost of capital (i.e., the
insurance industry’s perceived risk) and the other assumptions built into the ratemaking process. ,

30 See Brealey and Myers (1996, page 456-457) for a discussion of the impact of financial and operating leverage
on the cost of capital, _

31 we recognize that all risk differences will not likely be eliminated through the allocation of capital. For example,
differential amounts of capital will tend to equalize default risk by line, but there may be other risks (such as
earnings volatility) which are partially but not fully addressed by such allocations. The decision to rely on the
average cost of capital and to address risk differences through capital allocation is the pragmatic approach that has
been widely adopted in insurance regulatory proceedings.



applicable to industrywide allocations to state and line.) Despit the lack of consensus, practitioners
have typically relied on one of several allocation bases: premiums; loss reserves; total (loss and loss
adjustment expense plus unearned premium) reserves; or total reserves plus earned premium32

As to the methods that have been used in practical applications, allocations based on total reserves or
reserves plus eamed premium, appear to have the most promise. In fact, both of these methods have
some support in the regulatory arena, with the latter one favored by the National Association of
Insurance Commissioners (NAIC) and implicitly utilized in the financial reports required to be filed by
insurers with regulators in every state33 The idea behind these approaches is that insurers face risk
from unforeseen events relating to current business as well as from past business for which claims have
yet to be paid. Thus, capital should be available (and hence allocated) to protect against adverse current
period loss experience as well as adverse loss development from prioryears. This leads to an allocation
based on either total reserves (which includes loss, loss adjustment expense and unearned premium
reserves), or total reserves plus earned premiums. :

Since the NAIC relies on an allocation based on total reserves plus eaned premiums, we would

recommend relying on the same method. Although there may be arguments in favor of other allocation
bases, the fact that the total reserves plus earned premiums method is suppdrted by the NAIC lends
strong support to the use, by RMA, of this method as well. We have calculated leverage ratios for all
lines of property casualty insurance using this allocation base, based on data as of yearend 2001. (In

this context, leverage ratios are defined as the rario of net written premiums to satutory surplus.) These

are shown in Table 4 below. We note two things about these results: (1) the calculations allocate all of
the industry’s surplus, and are not adjusted to any particular normative level, and (2) they are based on
industrywide reserves and premium, rather than the reserves and premium of a sample of insurers.

The results of the allocation process show a premium to surplus ratio for multi peril crop insurance of
2.2 to'1, which is notably the highest premium to surplus ratio for any line of insurance. We have two
observations about this value. First, the computations are displayed rounded to a single decimal
place; in our view, no higher degree of precision is warranted in light of the uncertainty associated
with any surplus allocation method. Second. and more importantly, the results of the surplus
allocation process seem anomalously low, and hence the premium to surplus ratio is unusually high,
in light of the catastrophe risk potential present in the sale of crop insurance.

There are two principal reasons this latter result occurs; one is that multi peril crop insurance has
amongst the smallest unearned premium reserves relative to premium of any line of insurance, and
the other is that MPCI reported premium is understated due to the absence of an expense provision.

32 More recent capital allocation methods, such as those based on ruin probability, value at risk, policyholder deficit
and options theory, have not been sufficiently well developed to emerge in the regulatory arena. See, for example,
recent papers by Myers and Read (2001) and Butsic (1999), which use options models to allocate insurer capital.

. 33 One section of the Statutory Annual. Statement, the Insurance Expense Exhibit, allocates surplus to line of
business using the algorithm relied upon in this report.



Since both earned premiums as well as the unearned premium reserve are part of the allocation base,
and both these values are understated for crop insurance, there is a commensurately smaller
allocation of surplus to the line.

As far as the unearned premium reserve is concerned, the low value is likely the result of the fact that
premiums in crop insurance are often not paid until the exposure has virtually expired, hence by the
time the premium is booked, it is already earned. Since the unearned premium reserve (UEPR) is the
difference between written and earned premium, the UEPR for crop insurance will be very small. As
evidence: of this, consider that the UEPR for all lines of property casualty insurance averages
approximately 41% of premium, while for crop insurance it is less than 8% of premium. Had the all
lines average UEPR to premium ratio applied to crop insurance, the same allocation methodology
would have produced a premium to surplus ratio of 1.7.34

In addition to the artificially low UEPR, the other bias in the allocation method results from the fact
that MPCI premiums include a provision for losses only, as opposed to the typical property casualty
insurance premium that includes both losses and expenses. As we discussed earlier, in order to put
MPCI premium 6n a comparable basis to other lines, the A&O subsidy must be added to the reported
premium.3> Given the size of the subsidy, this has a meaningful impact on the allocation of surplus.
In fact, if the premium were put on a consistent basis with other lines of business, the amount of
surplus allocated to MPCI would increase by 'more than 15%, and the premium to surplus ratio would
decline from approximately 1.7 to around 1.4. '

Because it appears that the very low value for the MPCI unearned premium reserve likely reflects
accounting anomalies rather than a true measure of the risk in the exposure; and because the premium
is understated due to the absence of expenses, we think that prudent judgment would argue in favor
of a lower value than that indicated by the raw data. Therefore, we would recommend using a
premium to surplus of 1.4, based on a judgmental selection in light of all available information. 36

In addition, as noted earlier, the leverage ratios computed above are based on an allocation of
statutory surplus, while the appropriate capital base upon which a return should be allowed is GAAP
. net worth. To adjust these ratios to a GAAP net worth basis, one would divide by the ratio of GAAP

34 To derive this value, we replaced the observed UEPR with an estimated value based on the all industry average
ratio of unearned premium reserve to written premium. _
35 In effect, other lines of business have surplus allocated for both losses and expenses, whereas MPCI has surplus
allocated for losses alone. It is therefore apporpriate to make the adjustment indicated above when allocating
surplus, and determining the amount of surplus supporting the crop insurance transaction. However, when
calculating the premium to surplus ratio for use in the rate of return calculation, the premium in the numerator of
that ratio should be the MPCI reported premium (and not the adjusted premium) since the MPCI premium is the
base for the other relevant components of the rate of return calculation.

36 From a risk exposure perspective, the line of business most closely related to MPCI is Allied Lines, the line under
which MPCI is actually reported on the annual statement. This line has a premium to allocated surplus ratios of
approximately 1.4,which provides aditional support for our judgmental selection. '
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equity to statutory surplus, which was 1.14 for the property casualty insurance industry in the most
recent year. Assuming that value applied to crop insurance, and the premium to allocated surplus
ratio was set at 1.40, the ratio of premium to GAAP net worth would be estimated to be 1.20 (i.e.,
1.4/1.14=1.2).
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2.7 Reserve Adjustment

There is one other feature of the SRA that must be accounted for when estimating the historical rate
of retun earned by crop insurers. According to the SRA, if the insurer’s overall gain from
underwriting exceeds 17.5% of its retained net book premium for the reinsurance year, 60% of the
amount above 17.5% will be held by FCIC in a reinsurance account for the insurer. If the insurer
retains an overall loss or an overall gain less than 17.5% of its retained net book premium in any
reinsurance year, any balances in the insurer’s reinsurance account will be paid to the insurer to the
extent needed to retain an overall gain of 17.5% of retained net book premium, or a lesser amount if
the balance in the account is not adequate to achieve this percentage.37 Two years after the first
annual settlement for a reinsurance year, the remaining balance of funds from the reinsurance year
will be returned to the insurer. There is no interest from the reserve account.

This reserving requirement in essence reduces the present value of the cash flow to insurers. In the

computation of the actual rate of returns, we considered two approaches to adjust for this effect. One

is to use the overall underwriting gain net of this reserve as the actual underwriting gain, and the

alternative is to calculate the present value. of the reserve portion of the underwriting gain, to reflect

the delayed timing of its receipt by the insurer. The problem with the first approach is twofold: for

one, we do not have the reserve data for several of the reinsurance years, but more importantly,

reliance on this method would not accurately reflect the profitability of the relevant reinsurance year. -
Rather, it would reflect the combined profitability of current and previous reinsurance years which

contributed to the balance of the reserve account. We chose to use the second approach be cause it

provides an estimate that is, in our opinion, economically more meaningful. '

The following assumptions were made to compute the reserve adjustment: First, since we do not
have complete data on the cash flow of the reinsurance accounts, we chose to. apply the average
duration of the reserves to all insurers. Specifically, for each reinsurance year from 1989 through
2000, we computed the respective percentages of reserves from the reinsurance year that were
returned to the insurer in one year and two years. For this calculation, for the first year that a
company appeared in the reinsurance database, we assumed that they had zero balance in their
reserve accounts. Based on this assumption, for each reinsurance years, if an insurer had a reserve,
we computed the respective percentages of the reserve returning to the insurer in one year and two
years, given that balance in the reserve account is on a first in first out basis. For details, consider the
following scenarios:

. The company has retumn exceeding the 17.5% limit in the next reinsurance year. It is
determined that 100% of the reserve returns in two years.

37 The exceptions to these rules include if Company owes debt to the FCIC or if there is litigation or arbitration
between the company and FCIC. In addition, if the Company terminates the contract, 50% of the balance will be
paid to the Company at the date of the annual settlement. The other 50% will be paid one year later. If FCIC
terminates the SRA, the remaining balance will be paid | year after the annual settlement.
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2. The company has a return less than 17.5% in the next reinsurance year, and the shortage is
less than the reserve from the last year. It is determined that 100% of the reserve retums in
two years.

(F5)

The company has a return less than 17.5% in the next reinsurance year, and the shortage is
larger than the sum of reserve from last vear and the current year reserve than it is determined
that 100% of the reserve is returned next year. :

4. The company has a return less than 17.5% in the next reinsurance year, and the shortage net
of the reserve from last year is less the current year reserve. It is determined that percentage
of returned in one year is equal to (next year’s net gain short of 17.5% - balance of reserve
from last year)/(current year reserve). One minus the first vear percentage gives the
percentage of reserve returns in two years.

Then, we computed the simple average percentages of reserves returning in one year and two years
across all insurers and all years 1989-2000. (Year 2001 is excluded because there is no data for next
year profitability.) Based on this calculation, on average, 27% of the reserve returned to the insurer
after one year and 73% returned to the insurer in two years.

For the final reserve adjustment, when there is net gain exceeding 17.5%, we assume that 27% of the
reserve returns to the insurer in one year and 73% of the reserve returns in two years. Therefore, 27%

of the reserve is discounted by the average investment yield rate for the current year and 73% of the
reserve is discounted by the average yield for the subsequent year.38

2.8 Summary of Components

The following table provides a summary of the components of the rate of return computation. We

also note that the underwriting data are in reinsurance years, while the expense, investment retumn

~ and tax rate data are in calendar years. The reinsurance year is defined as the period from July 1 of
the previous calendar year to June 30 of the current year — for example, reinsurance year 1990 is

calendar period July 1, 1989 through June 30, 1990. Thus, to place the calendar year data on a
reinsurance year equivalent basis, we used the average of the two calendar years contributing to the

same reinsurance year.

38 Some might argue that it is appropriate to discount by the cost of capital, since that is the estimated fair rate of

return for crop insurance. However, in this case, the cash flow to be discounted is not risky; it is, in fact, a gain that

has already been earned, and is effectively nearly guaranteed by the government. Therefore, we chose to discount by
- a rate that reflects the relative risk of the cash flow.
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Table 8. Summary of Components of
Rate of Return Calculations

Components Definitions

Rate of Return [(Underwriting profit + A&O profit) * (1-corporate income tax rate) *
premium to equity ratio] + surplus investment return * (1-tax rate on
investment return)

Underwriting Profit  Return on premium retained after stop loss. If it is above 17.5%, 60% of
return after stop loss is discounted by reasonable rates of returns as discussed
in Section 2.4.

A&O Profit A&O subsidy — (Loss adjustment expense + commission brokerage + general
expense + other expense+ taxes, licenses and fees )

Investment Return Assumed to be zero due to timing of cash flows

on Operations N

Investment Return ~ net investment income / total of cash and invested assets (for all property-

on Equity : casualty insurers).

3. Results

Using the approach discussed above, we estimated the rate of return on equity for each individual
insurance provider, by fund, with and without the impact of catastrophe coverage, for each
reinsurance year from 1989 through 2001. The following section presents a summary of the most’
- important results of that analysis, while the detailed results by provider are contained in the appendix
attached to this report. In this section, we discuss only those results from the “base case” expense
assumptions, where the A&O subsidy is assumed to produce neither a profit nor a loss for the insurer.

3.1 Aggregate Summary Rate of Returns

The table below presents a summary of the estimated actual rate of return for MPCI insurers in the
‘aggregate, compared to the estimated reasonable rate of return, for each year in the sample.

As can be seen from the table, the estimated eaned return on equity for MPCI insurers has averaged
approximately 15.8%, as compared with an average reasonable rate of return over the same period'of
14.0%. Thus, while MPCI insurers have earned a return somewhat in excess of the cost of capital, the
returns have been somewhat volatile as well, as evidenced by the fact that in the single catastrophe
year the overall rate of return was —15.6%. We would caution against drawing any strong conclusions
on the adequacy or excessiveness of the historical returns based on a sample of thirteen years of data,
in light of the fact that only one of those years is a catastrophe year. Had there been a second
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catastrophe year in the sample similar in magnitude to 1993, the average return over the period would
have been below 14%, "

Table 9. Average Return on Equity and Reasonable Rate of Return
by Reinsurance Year: All Insurers, Funds and Plans Combined

Average Reasonable Rate of
Year Average Excluding Cat Return
1989 16.8% . 14.8%
1990 21.2% . 15.9%
1991 16.6% . 16.2%
1992 12.5% . 15.4%
1993 (15.6%) . 14.5%
1994 25.8% . 13.4%
1995 21.3% . 13.7%
1996 22.2% . 13.4%
1997 25.0% . 13.2%
1998 16.6% 14.8% 12.7%
1999 13.9% 11.8% 12.9%
2000  14.2% 12.6% C127%
2001 15.5% 14.0% 13.1%
Average 15.8% 13.3% 14.0%

Std. Deviation 10.4%. 1.4% 1.2%

The following table further provides the summary statistics for the annual total rate of retirn of
individual insurers with and without the catastrophic insurance component. Note that in this table,
the average annual returns differ from those reported earlier. In Table 9 above, the average
annual return was calculated for the aggregate industry; in effect, this is a weighted average
return on equity across all firms, where the weights depend on the individual firm’s size. In
Table 10, the averages are unweighted, or, alternatively, each observation is accorded equal
'weight. The purpose of this analysis is to observe the variation in returns across firms during a
year, as opposed to the variation in industry returns over time.



Table 10. Summary Statistics for Individual Insurer Rates of Return
by Reinsurance Year: Aggregates of All Insurers, Funds and Plans

All Excluding Cat.
Average Std. Dev. Max Min  Average Std. Dev. Max Min

Period

1989 14.0% 12%  258% 2.3%

1990 21.1% 8.5% 355% -7.1%

1991 14.8% 6.4% 209% -7.9%

1992 133%  14.6% 31.5% -36.9%

1993 -193%  20.2%  12.5% -64.5%

1994 24.4% 82% 36.1% 3.5%

1995 222%  12.53%  41.6% -10.1%

1996 25.5% 9.8% 36.7% 3.5%

1997 26.6%  5.0% 35.1% 17.3% . . . .

1998 197%  10.7% 338% -11.6% 18.6% 11.8%  34.8% -12.0%
1999 17.2% 1.7% 30.1% 6.0% 16.2% 8.8% 31.6%  5.4%
2000 14.7% 3%  305% -82% 13.5% 9.9% 31.1%  -9.8%
2001 157%  12.9% 363% -16.1% 14.6% 13.6%  36.6% -16.5%
89-01 16.0% 102% 313% -9.8% 15.7% 11.0%  33.5% -8.2%
98-01 16.8% 102% 32.79% -7.5% 157% 11.0%  33.5% -8.2%

Notice that there is significant cross sectional variation within each year: the average coefficient of
variation (i.e., the ratio of the standard deviation to the mean rate of return) is about 60%, with the -
\}a.ﬁation slightly bigger when catastrophic insurance component is excluded. Also, it is interesting to -
note that the average annual return is lower when the catastrophic risk protection plan of insurance is
excluded. This indicates that at least for this sample period, cat coverage has been profitable for
insurers.39

3.2 Rate of Returns by Provider

We also estimated rates of return for individual insurance providers, which are displayed in summary
form in Table 11 below (along with the weighted average of all providers and the reasonable rate of
return). As discussed earlier in the report, these estimates are based on the actual underwriting results
for the individual providers, along with assumptions regarding insurer leverage and investment
returns that are based on property casualty insurance industry averages. We note again that these
annual returns will differ from those that may be reported by the individual insurance providers.

39 We note that none of the years for which the cat coverage data are available were catastrophe years, therefore it is
not necessarily surprising that total returns were higher including cat coverage.



The last column to the right in Table 11 is the standard deviation of the provider’s return from 1989
through 2001 (the inter-temporal standard deviation), based on the number of observations available.
Notice that the average of the inter-temporal standard deviations across all providers (13.8%) is.
larger than the average of the cross sectional standard deviations reported in the bottom row (10.2%).
This suggests that there is substantial correlation in profitability among insurers.

3.3 Rate of Returns by Fund

In addition to estimating total returns for the industry as a whole and for individual providers, we
also estimated the return by provider by fund. The following table presents the summary rate of
return results for the industry in the aggregate, by fund with and without catastrophic insurance.49
(More detailed rate of return by provider by fund results are reported in the appendixes.) For each
fund, the average and standard deviation of the rate of return is reported.

The results are generally in line with expectations, in that the commercial fund is the most profitable,
while assigned risk is the least profitable. In addition, assigned risk has the lowest standard deviation,
probably because of the stop loss provisions in the SRA.

40 Notice that adjustment to compute the present value of reserve was not performed for the computation of
individual fund profitability, and thus the results are slightly different not quite comparable with the results
aggregating all funds.
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4. Comparison with reasonable rate of returns.

In a separate report prepared for the RMA, Milliman estimated the reasonable rate of return for
multiple peril crop insurance for the years 1989-2001. The reasonable rate of return is defined as the -
consensus expected rate of return by investors in general in the given point of time. The estimated
reasonable rates of return for multiple peril crop insurance are shown in Table 12.

To compare the actual rate of return with the reasonable rate of return estimates, Table 12 displays
both series. We caution that actual returns could deviate significantly from the expected returns
because of unexpected events. Therefore a better measurement of whether providers have been
reasonably compensated is by comparing mean values over the sample period, and by observing the
pattern of difference between actual and reasonable rate of return. The difference between the actual
rate of return and the reasonable rate of return is also displayed in the following table.

Tablé 13. Actual Vs. Reasonable Rate of Returns
Aggregated Over All Funds and Providers

Difference

Year Reasonable Actual Rate between
Rate of Retumn of Return  Actual and

Reasonable
1989 14.8% 16.8% 2.0%
1990 159% 21.2% 5.3%
1991 16.2% 16.6% 0.4%
1992 15.4% 12.5% -2.9%
1993 14.5% . -15.6% -30.1% .
1994 13.4% 25.8% 12.4%-
1995 13.7% 21.3% 7.6%
1996 13.4% 22.2% 8.8%
1997 13.2% 25.0% 11.8%
1998 12.7% 16.6% 3.9%
1999 12.9% 13.9% 1.0%
2000 12.7% 14.2% - 1.5%
2001 13.1% 15.5% - 24%
Mean 14.0% 15.8% 1.8%

As can be seen in the table, the actual rate of return is 1.8% larger than the reasonable rate of return
for all years, however, the standard deviation of the difference is 10.2%. Given the magnitude of the
standard deviation, the difference does not appear to be statistically significant. In addition, as noted
earlier, this result is quite sensitive to the occurrence of catastrophe years in the sample period. For
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example, if there had been a second catastrophe year equivalent to 1993 in this sample period, the
historical return would have been below 13.7%.4!

As with most lines of insurance that have a significant catastrophe exposure, insurers expect to earn
significant profits in non-catastrophe years and significaht losses in years with catastrophes, As a
result, average returns over relatively short sample periods are not necessarily indicative of the long
term pattern or returns. Given the experience in multi peril crop insurance over the past 13 years, we
would suggest that the historical returns reported herein would tend to overstate long term retumns if
the frequency of catastrophes is greater than one in thirteen years, and understate rsuch returns if the
frequency is lower than one in thirteen.

5. Conclusion, Limitations and Acknowledgement

The Risk Management Agency (RMA) of the U.S. Department of Agriculture (USDA) requested
Milliman USA (Milliman) to recommend and implement a methodology, based on insurance industry
standards, to calculate the historical rate of retumn attributable to the sale of multiple peril crop
insurance reinsured through the Standard Reinsurance Agreement (SRA). This engagement required
Milliman to estimate the actual rate of return for multiple peril crop insurance (MPCI) for the
reinsurance years 1989 through 2001 at the aggregate level, as well the returns for individual
providers, funds, and years, with and without the impact of catastrophe coverage.

To respond to RMA’s request, Milliman developed and implemented a model to estimate historical
rates of returns and then applied that model to data for multiple peril crop insurers, for the period
between 1989 and 2001 . The results of our analysis are contained in this report. '

Limtations

Inherent Variability

It is important to realize that all actuarial projections of future contingent events are subject to a high
degree of uncertainty. This is particularly true for highly volatile coverages such as multiple-peni]
crop insurance. Our analysis reflects our best professional judgment, however, substantial variance
of actual results from our projections is not unexpected.

Data Sources

In performing this analysis we relied on data provided to us by RMA. We have not audited, verified,
or reviewed these data and other information for reasonableness and consistency. Such a review is

41 We replaced the lowest return year, 1992, with —15.6% (the return earned during the catastrophe year, 1993) and
the all years mean fell to 13.7%. Replacing any other year would have caused the mean to fall even further.

38



References

3]

(V5

10.

11.

- Appel, David, Richard Lord and Thomas Chan, Reasonable Rate of Return Analysis, Prepared by

Milliman USA for the RMA, (2002).

Brealey, Richard A. and Stewart C. Myers, Principles of Corporate Finance, McGraw-Hill,
1996.

Butsic, Robert P., “Capital Allocation for Property-Liability Insurers: A Catastrophe Reinsurance
Application.” Casualty Actuarial Society Forum, (1999).

GAO, Crop Insurance: Opportunities Exist to Reduce Government Costs Jor Private-Sector
Delivery. GAO Report to Congressional Committee, GAO/RCED-97-70, (April 1997).

Glauber, Joseph W.; and Keith J. Collins, “Risk Management and the Role of the Federal
Government.” In Rlchard E. Just and Rulon D. Pope Edited, 4 Comprehensive Assessment of the
Role of Risk in U.S. Agriculture. Kluwer Academic Publishers, (2002).

- Myers, Stewart C. and James C. Read, Jr., “Capital Allocation for Insurance Companies.”

Journal of Risk and Insurance 68 (2001): 543-80.

NAIC, Report on Profitability by Line and by State in 2000. National Association of Insurance
Commissioners, (2001).

NAIC (a), Accounting Practices and Procedures Manual Vol. 1. National Association of
Insurance Commissioners, (2002).

NAIC (b), Accounting Practices and Procedures Manual Vol. 2. National Association of
Insurance Commissioners, (2002).

Sharpe, Andrew; Someshwar Rao; and Jianmin Tang, “Perspectives on Negative: Productmty
Growth in Service Sector Industries in Canada and the United States.” Paper Presented at

‘Workshop on Service Productivity, May 17, 2002, Brookings Institution, Washington, DC.

Triplett, Jack “’Baumol’s Disease” Has Been Cured: IT and Multifactor Productivity in U.S.
Service Industries” Paper Presented at Workshop on Service Productivity, May 17, 2002,
Brookings Institution, Washington, DC.

. van Ark Bart; Robert Inklaar; Robert H. McGuckin; “”Changing Gear” Productivity, ICT and

Service Industries: Europe and the United States.” Has Been Cured: IT and Multifactor
Productivity in U.S. Service Industries” Paper Presented at Workshop on Service Productivity,
May 17, 2002, Brookings Institution, Washington, DC.

40



‘Committee on Agriculture
U.S. House of Representatives
Information Required From Non-governmental Witnesses

House rules require non-governmental witnesses to provide their resume or biographical sketch
prior to testifying. If you do not have a resume or biographical sketch available, please complete this
form,

l- NaMe,: Greg Burger

2. BusinessAddress;  Farmers Crop Insurance Alliance

PO Box 1088

Eau Claire, WI 54702

3. Business Phone Number: 1-715-834-8155

4. Organization you represent: _ American Association of Crop Insurers

5. Please list any occupational, employment, or work-related experience you have which
add to your qualification to provide testimony before the Committee:

President of Farmers Crop Insurance Alliance/North Central Crop

Insurance for the past 16 years.

6. Please list any special training, education, or professional experience you have which
add to your qualifications to provide testimony before the Committee:

Board of Director of AACI, NCIS, FCIA and FAMIC; over time, have been

member of several trade association committees.

7. If you are appearing on behalf of an organization, please list the capacity in which you are
representing that organization, including any offices or elected positions you hold:

Vice-Chairman of AACI.

PLEASE ATTACH THIS FORM OR YOUR BIOGRAPHY TO EACH COPY OF
TESTIMONY.



Committee on Agriculture
U.S. House of Representatives
Required Witness Disclosure Form

House Rules* require nongovernmental witnesses to disclose the amount and source of
Federal granis received since October 1, 2003.

Name: Greg Burger
Address: P.0.Box 1088, Eau Claire, W| 54702
Telephone: 715-834-8155

Organization you represent (if any): _Farmers Crop Insurance Alliance

1 Please list any federal grants or contracts (including subgrants and subcontracts)
you have received since October 1, 2002, as well as the source and the amount of
each grant or contract. House Rules do NOT require disclosure of federal payments
to individuals, such as Social Security or Medicare benefits, farm program
payments, or assistance to agricultural producers:

Source: Amount:
Source: Amount;
2. If you are appearing on behalf of an organization, plesse list any federal grants or

contracts (including subgrants and subcontracts) the organization has received since
October 1, 2002, as well as the source and the amount of each grant or contract:

Source: Amount:
Source: Amount:
Please check here if this form is NOT applicable to you: X
Signature: <Q

I P

* Rule XI, clause 2(g)(4) of the U.S. House of Representatives provides: Each committee shall, 1o the
greatest extent practicable, require witnessess who appear before it to submit in advance written
Statements of proposed testimony and to limit their initial presentations to the commiitee to brief summaries
thereaf. In the case of a witness appearing in a nongovernmental capacity, a writien statement of proposed
testimony shall include a curriculum vitae and a disclosure of the amount and source (by agency and
program) of each Federal grant (or subgrant thereof) or ¢ontract (or subcontract thereof) received during
the current fiscal yegr or either of the two previous fiscal years by the witness or by any entity represented
by the withess.

PLEASE ATTACH DISCLOSURE FORM TO EACH COPY OF TESTIMONY.



	The Federal Crop Insurance Program is the Envy of the World
	All Federal Crop Insurance Program Gains Are Now At Risk
	Soybean Rust is a Concern
	Fraud Identification and Control is Improving
	Difficult and Expensive to Deliver
	Justice Department Ruling
	It is Time for a New Beginning



